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UNITED STATES BANKRUPTCY COURT
FOR THE EASTERN DISTRICT OF MICHIGAN

Inre

Case No. 98-57698
PALACE QUALITY SERVICES
INDUSTRIES, INC.,

Debtor.

OPINION RE: RDK&Z | EASE COMPANY'SMOTION FOR
ALLOWANCE AND PAYMENT OF ADMINISTRATIVE EXPENSE CLAIMS

Appearances.
Daniel M. Katlein, Esg., attorney for Debtor, Detroit, Michigan
AliciaS. Schehr, Esq., attorney for RDK& Z Lease Company, Detroit, Michigan
Mark S. Shapiro, Esq., attorney for the Chapter 7 Trustee, Southfield, Michigan

Debtor leased equipment from RDK&Z Lease Company (“RDK& Z) for useinitsbusiness. The
issue before meiswhether RDK & Z may recover fromthe estate the actual post-petitionrentsand late fees
due under the lease agreement which arose prior to its rgjection by the Chapter 7 trustee. The Chapter
7 trustee contends that RDK & Z is not entitled to any recovery subsequent to the cessation of Debtor’s
operations during the Chapter 11 proceeding.

For the reasons stated in thisopinion, | concludethat RDK & Z isentitled to an adminidrative dam

for these unpaid post-petitionrentsand latefees. | do not agreewith RDK & Z’ scontentionthat itisentitled

to this claim because of Section 365(d)(10) of the Bankruptcy Code.! Rather, | conclude that RDK&Z

'Hereinafter, textual citations to “ Section " shall mean the United States Bankruptcy Code,
11 U.S.C. § 101, et seq.



is entitled to this claim smply because these unpaid rents and late fees congtitute expenses entitled to
adminigrative priority under Section 503(b)(1).

. FACTUAL BACKGROUND

Debtor filed for rdief under Chapter 11 of the Bankruptcy Code on October 9, 1998. Debtor
operated itsbusinessinthe Chapter 11 proceeding until sometime in June 2000. However, Debtor did not
immediatdly convert to a Chapter 7 proceeding once it ceased operations. Rather, Debtor remainedinthe
Chapter 11 proceeding as a non-operating entity for approximately five months. It finaly converted on
November 1, 2000.

Debtor had leased fromRDK & Z two washing machinesfor use initscommercia laundry business.
The machines, known as “tunnd washers,” were so large that one party described themastwo missle silos
set onthar sdes. Debtor neither assumed nor rejected the RDK & Z |ease agreement during the Chapter
11 proceeding athough Debtor did continue using the two tunnd washersuntil it ceased operations. The
tunnel washers remained at Debtor’ s former business location.

The Chapter 7 trustee did not operate Debtor’s business after the case was converted and
therefore the tunnd washers remained unused during the Chapter 7 proceeding. The Chapter 7 trustee did
not assume or reject the RDK& Z lease agreement and he did not seek an extension of the time within
which he could assume or rgject it. Therefore, the RDK & Z |ease agreement was deemed regjected as a
matter of law as of December 30, 2000. 11 U.S.C. 88 348(c), 365(d)(1). Neither RDK&Z nor the
Chapter 7 trustee made any effort to remove the tunnel washers from Debtor’ s former business premises

after the rgection of the lease and they were il a that location when RDK & Z filed its motion.



Debtor’ s lease agreement with RDK & Z required it to pay $17,250.00 per month as rent for the
two tunnd washers. Debtor, as debtor-in-possession of the Chapter 11 estate, paid this amount to
RDK & Z as post-petition rent for the remaining three months of 1998, for dl of 1999, and for the fird three
months of 2000. However, Debtor paid only $16,850.00 per monthto RDK & Z for April, May, and June
of 2000 and Debtor did not pay anythingto RDK & Z &fter it ceased operations inJune 2000. The Chapter
7 trustee has made no rentd payments to RDK & Z on account of the tunnel washers.

RDK & Z’ smotionseeks the dlowance of anadminigtrative expenseintheamount of $120,675.00.
Of this totd, RDK&Z daims that $81,000.00 represents unpaid lease payments during the balance of
Debtor’s Chapter 11 proceeding,? $3,450.00 represents contractua late fees on account of the unpaid
Chapter 11 rents, $34,500.00 represents the two months of rent during the period betweenthe November
1, 2000 conversionand the December 30, 2000l easergiection, and $1,725.00 represents contractual late
feesfor these two months of unpaid rent. RDK& Z’s cdlam againg the estate does not include any amount
for periods after December 2000 dthough Debtor remained in possession of the tunnel washersafter that
date. Apparently, RDK&Z concedes that whatever right it has against the estate for post-petition rental
payments terminated upon the automatic rejection of the lease agreement under Section 365(d)(1).

RDK& Z offers separate theoriesfor the dlowance of its Chapter 11 adminigtrative expense dam
and itsChapter 7 adminigrative expense clam. RDK&Z relies upon Section 365(d)(10) asthe basisfor

its Chapter 11 adminigtrative claim. It argues that that section, in and of itsdlf, creates an adminidrative-

2This amount includes both the months when Debtor underpaid the amount due RDK&Z (April-June,
2000) and the months when Debtor paid RDK&Z nothing (July-October 2000). At the hearing, RDK&Z
stated that the shortfall in each of the 3 monthsit received only a partial lease payment was $400 (i.e., April-
June, 2000). If thisistrue, then RDK&Z's Chapter 11 claim should be $70,200.00, not $81,000.
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type dam againg the estate equal to the difference betweenwhat Debtor should have paid RDK & Z under
the lease agreement between the petition date (October 9, 1998) and the conversion date (November 1,

2000) and what Debtor actudly paid to RDK&Z on account of the lease during this time period.

RDK & Z reliesuponadifferent theory withrespect toitsChapter 7 administrativedam.® RDK& Z
arguesthat it has an actua Section 503(b)(1)(A) adminigrative expense damfor the two months of lease
payments owing subsequent to Debtor’ s conversion to a Chapter 7 proceeding. It further contends that
the actud rent due under its lease agreement with Debtor for this period represents the tunnd washers
reasonable rental value.

The Chapter 7 trustee asserts that RDK& Z is entitled to a Chapter 11 adminidrative clam in the
amount of $1,200, that amount being the unpaid bal ance of the rents owing for April, May, and June 2000,
and to no Chapter 7 adminigtrative expenses at dl. He contends that RDK & Z should have removed the
tunnd washers and re-let them once Debtor ceased operations. He suggests that RDK & Z’ s reason for

not repossessing the tunnel washers was that RDK & Z’ s own interests were better served by leaving the

3If Section 365(d)(10) creates an administrative-like claim for commercial equipment leases separate
and apart from Section 503(b)(1)(A), that claim arises only for lease obligations which first arose on or after
60 days from the order for relief. In the instant case, the 60-day period had passed in the Chapter 11
proceeding well before Debtor’s lapse in making the agreed upon lease payments. However, Section 348(c)
provides that the date of conversion is to be treated as if it were the order for relief for purposes of Section
365(d) when the case has been converted from a Chapter 11 proceeding to a Chapter 7 proceeding.
Therefore, RDK&Z cannot rely upon Section 365(d)(10) as the basis for its Chapter 7 administrative claim
because its Chapter 7 administrative claim is for only this second 60-day period following Debtor’'s
conversion.



tunnd washersin place and re-letting them to whomever might purchase the remaining equipment and the
building in which they are housed.*

RDK&Z served its motion upon the Chapter 7 trustee and the mailing matrix and notified al
recipients of their right to file written objections to the motion. The Chapter 7 trustee and two
adminigrative damantsfiled timely objections. Pursuant to this court’ s locd rules, a hearing was held to
congder theseobjections. Only RDK & Z and the Chapter 7 trustee appeared at the hearing. Neither party

offered any proofs because there was no materid fact at issue®

1. DISCUSSION

A. RDK & Z’s Section 365(d)(10) Chapter 11 “ Adminigtrative Claim.”

Both Trustee and RDK & Z have focused on whether Section 365(d)(10) automaticaly grants

‘RDK&Z's rebuttal to the Chapter 7 truste€’s contention is that Debtor requested it to leave the
tunnel washers on site so that the estate could sdll dl of the business assets together as a “turnkey” operation.
RDK&Z asserts that this request was made sometime after Debtor terminated operations but before the case
was converted. However, there is a question whether Debtor itself actually made this request since an entity
controlled by the wife of the Debtor’ s principal shareholder owns the building in which the two tunnel washers
are located. The Chapter 7 trustee argues, with at least some justification, that any request by Debtor's
principal shareholder to have Debtor remain in possession of this equipment was not on behalf of Debtor, but
on behalf of the principa shareholder’s wife.

However, for the reasons stated in this opinion, RDK&Z ‘s motivation for not repossessing the tunnel
washers is irrelevant. RDK&Z was entitled to recover as an administrative clam the actual unpaid rents due
under the lease until the lease was rejected.

5The objecting parties who did not appear at the hearing were EMC Gas Transmission and HHMcK,
LLC. EMC objected only to the payment of RDK&Z's Chapter 11 administrative claim and then only to the
extent the payment might be inconsistent with a pro rata distribution to all Chapter 11 administrative claimants.
HHMcK objected to both the allowance and payment of RDK&Z's adminigtrative claims. | have considered
both written objections in making my decision.



RDK& Z anadminidrative priority damfor unpaid rentsfor the time period between when Debtor ceased
operations (June 2000) and the conversion of Debtor’ s casefroma Chapter 11 proceeding to a Chapter
7 proceeding (November 2000). RDK& Z contendsthat it isirrelevant whether Debtor ceased operations
or not because Section 365(d)(10) required Debtor to continue meking lease payments during that time
period in any event.
(10) Thetrusteeshdl timely perform dl of the obligations of the debtor,
except those specified in section 365(b)(2), first arisng from or after 60
days after the order for reliefina case under chapter 11 of thistitle under
an unexpired lease of personal property (other than persona property
leased to an individud primarily for persond, family, or household
purposes), until suchleaseisassumed or rejected notwithstanding section
503(b)(1) of this title, unless the court, after notice and a hearing and
based on the equities of the case, orders otherwise with respect to the
obligations or timdy performance thereof. This subsection shdl not be
deemed to affect the trustee’s obligations under the provisons of
subsection (b) or (f). Acceptance of any such performance does not

condtitute waiver or relinquishment of the lessor’ s rights under such lease
or under thistitle.

11 U.S.C. § 365(d)(10).

Trustee' sargument againg the dlowance of RDK & Z’' sdamfor unpad lease payments during this
timeperiodisbased uponthe interplay of Section365(d)(10) and Section 348(d) of the Bankruptcy Code.
Trustee acknowledgesthe case law which holdsthat the failureto comply withthe performance obligations
mandated by Section 365(d)(10) createsthe equivdent of apriority dam. See, e.g., InreKyleTrucking,
Inc., 239 B.R. 198 (Bankr. N.D. Ind. 1999); Omni Partners, L.P. v. Pudgies Dev. of NY, Inc. (Inre
Pudgies Development of NY, Inc.), 239 B.R. 688 (S.D.N.Y. 1999). However, Trustee contends that
alessor’s dam for this unfulfilled obligation losesits priority status upon conversion of the Chapter 11

proceeding to a Chapter 7 proceeding because of Section 3438(d).



(d) A dam againg the estate or the debtor that arises after the order

for relief but before conversion in acase that is converted under section

1112, 1208, or 1307 of thistitle, other than a dam specified in section

503(b) of this title, shdl be treated for dl purposes asif such clam had

arisen immediately before the dete of the filing of the petition.
11 U.S.C. § 348(d).
Trustee's argument is that while a lessor's dam for unpaid Chapter 11 lease payments may be the
equivaent of a Section 503(b)(1) clam, it isnot in fact a Section 503(b)(1) dam and Section 348(d) is
quite clear that dl post-petition daims incurred in a Chapter 11 proceeding other than those entitled to
priority under Section 503(b) are to be treated asif they arose pre-petitionif the Chapter 11 proceeding
is subsequently converted to a Chapter 7 proceeding.

Inre Eastern Agri-Systems, Inc., 258 B.R. 352 (Bankr. E.D.N.C. 2000) appears to bethe only
reported case which has addressed this issue. Eastern Agri-Systems involved very smilar facts. The
debtor held aleasehold interest in some farm equipment under a lease agreement which had not expired
whenthe debtor fileditsChapter 11 petition. The debtor remainedin aChapter 11 for gpproximately three
months. The case was then converted to a Chapter 7 proceeding. The debtor retained the leased
equipment throughout the Chapter 11 proceeding. However, the parties agreed that the debtor did not
operate at any time during the Chapter 11 proceeding and that debtor otherwise did not use the leased
equipment during that time period. Nonetheless, the lessor claimed that it was entitled to an adminigtrative
expensein the amount of $1,220.19 for unpaid |ease payments during the Chapter 11 pursuant to Section

365(d)(10). The Chapter 7 trustee objected on the basis that Section 348(d) barred the lessor's

adminidrative dam.



The court in Eastern Agri-Systems began its andyss by adopting the position taken by most
courtswhich have andyzed Section 365(d)(10) or the related Section365(d)(3)°, that being that the failure
of the trustee/debtor-in-possessionto pay rent and other monetary obligations mandated by these sections
crestes an adminigrative priority damwhichisindependent of any adminidrative priority claim authorized
by Section 503(b)(1). 1d. at 354. Consequently, the court determined that the lessor in Eastern Agri-
Systems would have beenentitled to a Chapter 11 adminigrative-type dam had the debtor not converted
to a Chapter 7 proceeding. However, the court also acknowledged that Section 348(d), if read literdly,
would bar the lessor from making the same Chapter 11 adminidrative-type clam in a converted Chapter
7 proceeding. The Court resolved this conflict by ignoring Section 348(d). It theorized that Congress
amply overlooked Section 348(d) whenit was making the necessary adjustmentsto the Bankruptcy Code

to accommodate the additions of both Section 365(d)(3) and Section 365(d)(10).”

5Section 365(d)(3) dictates the trustee's obligations to perform under a commercia lease of real
property prior to the trustee’ s decision to assume or reject the lease.

(d)(3) The trustee shall timely perform all the obligations of the debtor, except those
specified in section 365(b)(2), arising from and after the order for relief under any unexpired
lease of nonresidential real property, until such lease is assumed or rejected, notwithstanding
section 503(b)(1) of this title. The court may extend, for cause, the time for performance
of any such obligation that arises within 60 days after the date of the order for relief, but the
time for performance shall not be extended beyond such 60-day period. This subsection shall
not be deemed to affect the trustee's obligations under the provisions of subsection (b) or (f)
of this section. Acceptance of any such performance does not constitute waiver or
relinquishment of the lessor’s rights under such lease or under this title.

11 U.S.C. § 365(d)(3).
'Section 365(d)(3) was added to the Bankruptcy Code in 1984 as part of the Bankruptcy
Amendments and Federal Judgeship Act, Pub.L. 98-353, and Section 365(d)(10) was added in 1994 as part

of the Bankruptcy Reform Act of 1994, Pub.L. No. 103-394.
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| amnot satified withthe solutionadopted by the court in Eastern Agri-Systemsto reconcile these
two sections of the Bankruptcy Code. It is certainly possible that Congress made a mistake and
overlooked a necessary modificationto Section 348(d) whenit added Section365(d)(3) tothe Bankruptcy
Codein 1984 to accommodate commercid landlordsand that Congress made the same mistake yet again
when it added Section 365(d)(10) to the Bankruptcy Code in 1994 to accommodate commercial
equipment lessors. However, it isappropriate to reach such aconclusion only after the court has madethe
utmost effort to otherwise reconcile the conflicting sections.

The court in Eastern Agri-Systems based its conclusion that Section 365(d)(10) and Section
348(d) wereirreconcilable upon the premise that Section 365(d)(10) creates an adminigtrative-like clam
for unpad lease payments which is entitled to the same priority as dams whichdearly fdl within the ambit
of Section 503(b)(1)(A). | concede that most courts have interpreted Section 365(d)(10) and Section
365(d)(3) to include the creation of an adminigrative-like clam for unpaid lease payments. See, e.g., In
reKyle Trucking, Inc., 239 B.R. 198 (Bankr. N.D. Ind. 1999) (claim under Section 365(d)(10)); Inre
Compuadd Corp., 166 B.R. 862 (Bankr. W.D. Tex. 1994) (claim under Section 365(d)(3)); Towers v.
Chickering & Gregory (InrePacific-Atlantic Trading Co.), 27 F.3d 401 (Sth Cir. 1994) (clam under
Section365(d)(3)); InreWingspread Corp., 116 B.R. 915 (Bankr. S.D.N.Y . 1990) (damunder Section
365(d)(3)); Cukierman v. Ueker (Inre Cukierman), 265 F.3d 846 (9th Cir. 2001) (damunder Section
365(d)(3)); In re Kirsch, 242 B.R. 77 (Barkr. M.D. Fla. 1999) (claim under Section 365(d)(3)).
However, a few courts have disagreed with this interpretation of Section 365(d)(3) and Section 365
(d)(10). See, eq., Inre Mr. Gatti’'s, Inc., 164 B.R. 929 (Bankr. W.D. Tex. 1994); Great Western

Savings Bank v. Orvco (In re Orvco), 95 B.R. 724 (9th Cir. BAP 1989); In re Lawrence R. Smith,



Inc., 127 B.R. 715 (Bankr. D. Conn. 1991). These courts have concluded that Section 365(d)(3) and
Section 365(d)(10) are not intended to be remedia. They interpret these sections as Smply declarations
of the trustee’ s obligations withrespect to an unexpired lease of commercia property prior to the trustee’s
decisonto assume or rgect thelease. If atrusteefalsto fulfill the obligations proscribed by these sections,
the remedy lies esewhere in the Bankruptcy Code (e.g., modification of the automatic stay pursuant to
Section 362(d)(1)). InreMr. Gatti’'s, Inc., 164 B.R. at 943; In re Orvco,95 B.R. at 726.

If the court in Eastern Agri-Systems had adopted the dterndive interpretation of Sections
365(d)(3) and (d)(10) offered in Mr. Gatti’s and Orvco, Section 348(d) would be reconciled with these
sections.  In other words, if Sections 365(d)(3) and (d)(10) were interpreted as not creating an
adminigtrative-like clam independent of Section 503(b), then the gpparent conflict raised by the language
contained in Section 348(d) would smply disappear. Given that adoption of thisaternativeinterpretation
would reconcile the apparent conflict among these sections, | am constrained to question whether the
magjority interpretation of Sections 365(d)(3) and (d)(10) isin fact the correct interpretation.

The competing interpretations of Sections 365(d)(3) and (d)(10) and the rationde supporting each
of these interpretations are st forth in the excellent opinions written by Judge Kdly in Inre Mr. Gatti’s,
Inc. and by Judge Monroein In re Compuadd. Both Mr. Gatti’ sand Compuadd involved commerciad
real property leases and therefore each court addressed the issue of post-petition lease payments in the
context of Section 365(d)(3). Judge Kdly described in detail in Mr. Gatti’s the two competing
interpretations of Section 365(d)(3). He outlined the four rationaes adopted by the various courtswhich
have concluded that Section 365(d)(3) creates an independent administrative-like claim for unpaid post-

petition lease payments incurred before rejection of the unexpired lease.
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1. The language of Section 365(d)(3) expresses a clear and
unambiguous intent that the debtor-lessee should pay, pending adecision
on whether to assume or regject the lease;

2. Torulethat thelandiord' s clam is not automaticdly entitled to an
adminigrative priority would somehow give the debtor anincentive during
the first sixty days of the case not to perform;

3. Section 365(d)(3) is a specific statute which controls over the
genera remedy provisions of Section 503(b); and/or

4. That landlord’s clam is unique and congtitutes a unique category
under the Bankruptcy Code, withbetter trestment than an administrative
cam.
InreMr. Gatti’s, 164 B.R. at 942-43.
Judge Kéely then explained why each of these rationdes was unpersuasive and why the rationae posited
by the Bankruptcy Appellate Pand in Orvco was correct. 1d. at 943-46.

Judge Monroe wrote Compuadd within weeks of Mr. Gatti’s to defend the mgjority’s
interpretation of Section 365(d)(3). Judge Monroe srebutta isasSmple asit isforoeful: Congressleft no
roomwithin Section 365(d)(3) (and by implication, Section365(d)(10)) for the interpretation championed
by Judge Kdly on behdf of the minority.

The firg task isto look at the plain meaning of the above-cited language
of 8 365(d)(3). Uponfirdreadingitisclear. Thetrusteeis mandated to
timely comply with dl obligations of the debtor with regard to any
unexpired lease of non-resdentia red property until it is assumed or
rejected regardless of what § 503 may require other clamants to do to
establish an adminigrative dam. | fal to see any ambiguity in that
language. And, | declineto follow the minority lineof caseswith which my
companion joined and whichin my opinion go beyond the clear language
of the statute to reach their result.

In re Compuadd,166 B.R. at 864 (emphasisin origind).
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| disagree with Judge Monro€'s concluson that Section 365(d)(3) is a clear and unambiguous
gatement of Congressond intent. The definition of “ambiguous’ is “capable of being understood in two
or more possible senses or ways.” Websters Ninth New Collegiate Dictionary (1989). | do not dispute
that the mgority’s interpretation of these sections is reasonable. However, the mgority must likewise
concede that the interpretation urged by the minority isalso reasonable. | mysdf am certainly comfortable
interpreting the phrase* notwithstanding Section503(b)(1) of thistitle’ asit appears in Sections 363(d)(3)
and (d)(10) as not induding a remediad componert. Prior to the enactment of these sections, it was
common to placate alessor who was not recelving post-petition rents while the trustee was deciding to
assume or reject with the pdliative that the lessor could dways file an adminidrative claim for the unpaid
rents. Therefore, the reference to Section 503(b)(1) in these two sections can be interpreted as nothing
more than an affirmative statement by Congressthat the availability of a Section 503(b)(1) administretive
dam may no longer be used to excuse trustees from paying post-petition rents on unexpired leases of
commercid property asthey become due. In other words, the referenceto Section 503(b)(1) in thesetwo
sections means only that atrustee holding aleasehold interestincommercia real estate or equipment cannot
defer alessor’ s request for relief from stay to commence repossesson proceedings by offering the lessor
anadminigrative claim for any post-petition rents which cannot be paid. Sections 365(d)(3) and (d)(10)
mandate that the trustee remain current on the lease payments if the trustee wishes to take additional time

to decide whether to assume or reject the lease®

8 | further observe that Section 365(0) also imposes upon the trustee a duty to timely perform
post-petition obligations which arise under a pre-petition commitment which the estate has inherited from the
debtor.

(0) Inacase under chapter 11 of this title, the trustee shall be deemed to
have assumed (consistent with the debtor’s other obligations under section

12



Courts which have espoused the mgority interpretation of Sections 365(d)(3) and (d)(10) have
relied upon the legidative history supporting the 1984 amendment which added Section 365(d)(3). See,
e.g., In re Wingspread Corp.,116 B.R. a 926. That these courts have had to rely upon the legidative
history to support their interpretation of Sections 365(d)(3) and (d)(10) isitsdlf proof that these sections
are susceptible to different interpretations. Morever, the legidative history does not provide any more
support for the mgority interpretation than the actua code sections themselves.

Congress's clear purpose in enacting these two sections was to compel the trustee to pay the
ongoing obligations of the debtor under the lease while the trustee eva uated the option of either assuming
or rgecting the lease.

A second and r elated problemisthat during the time the debtor has
vacated space but has not yet decidedwhether to assume or reg ect
the lease, the trustee has stopped making payments due under the
lease. These paymentsinclude rent due the landlord and common area
charges which are paid by dl the tenants according to the amount of the
spacethey lease. In thisgtuation, thelandlord isforced to provide

current services-the useof itsproperty, utilities,security, and other
services-without current payment. No other creditor is put in this

507), and shall immediately cure any deficit under, any commitment by the
debtor to a Federal depository institutions regulatory agency (or predecessor
to such agency) to maintain the capital of an insured depository institution,
and any clam for a subsequent breach of the obligations thereunder shall
be entitled to priority under section 507. This subsection shall not extend
any commitment that would otherwise be terminated by any act of such an

agency.
11 U.S.C. § 365(0).

It is absolutely clear that the regulatory agency’s claim under Section 365(0) for any post-petition breach of
a capital commitment by a debtor to an insured depository institution is to be treated as a Section 507 priority
clam. The absence of smilar language in Sections 365(d)(3) and 365(d)(10) suggests that Congress did not
intend either of these two sections to create an independent priority claim for any post-petition breach of the
obligations imposed upon the trustee by these two sections.
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130 Cong. Rec. S8887, S8894-95 (daily ed. June 29, 1984) (remarksof Sen. Hatch) (emphasis added).
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However, Senator Hatchdid not indudewithin hisremarks any statement to the effect that |essorswho did
not receive the required post-petition lease payments would be entitled to an adminigrative-like clam
agang the estate. Rather, Senator Hatch stated only that trustees must pay the current rent as it comes
due while the trustee decides whether to assume or reject the unexpired lease. Indeed, the inequity which
Senator Hatch was addressing was not the inability of the aggrieved landlord to recover unpad rents as
anadminigrative expense at some later date, but rather the unfairness of alandlord being denied not only
the right to repossess the subject property but also the payment of current rents while the trustee decides
whether the lease may be worthassumingor not. It isclear at least to me that Congress, when it enacted
Section 365(d)(3) and Section 365(d)(10), did not choose the imposition of an adminidraive dam for
actua rentsdue as the remedy for atrustee’ sfalureto pay acommercid landlord post-petitionrentswhen
due. The remedy which Congress chose was nothing short of the estate losing the right to assume the
unexpired lease and the attendant right of the landlord to seek rdief from the automeatic Stay to recover
possession of the subject property.®

However, the legidative history underlying Section 365(d)(3) and (d)(10) ultimately hasvery little
bearing on my decision to adopt the minority interpretationof these sections. It issufficient for methat the
legidaive higory, like the sections themselves, can be reasonably read to support the minority postion.

What is determinative for me is that the mgority decison resultsin a conflict between Section348(d) and

°An interesting question presented by the 1984 amendment to the Bankruptcy Code concerning
commercial real estate leases is whether a rejection precipitated by the trustee' s failure to make the payments
required by Section 365(d)(3) also precipitates the immediate surrender of the subject property pursuant to
Section 365(d)(4). While logic suggests that immediate surrender of the subject property should follow from
a Section 365(d)(3) default, Section 365(d)(4) does not specifically provide for such aresult. However, this
is an issue which is beyond the scope of what is before me and, therefore, must be left for another day.
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Sections 365(d)(3) and (d)(10) whereasthe minority positionreconcilesthese sections. Therefore, for the
reasons | have given, | declineto follow Eastern Agri-Systems Instead, | conclude that RDK&Z is not
entitled to any adminigrative-like damunder Section365(d)(10). If RDK&Z isto haveany priority clam
for the post-petition |lease payments which Debtor did not make prior to the converson, that dlam must
qudify as an administrative expense pursuant to Section 503(b)(1)(A).

B. RDK & Z’s Section 503(b)(1)(A) Administrative Claim.

RDK&Z’'s Chapter 7 adminidraive dam for the two months of rent due between Debtor’s
converson to a Chapter 7 proceeding and the rgjection of the unexpired leaseisnot based upon Section
365(d)(1). RDK& Z instead relies upon Section 503(b)(1)(A) to support this claim.

(b) After notice and a hearing, there shdl be dlowed adminidrative
expenses, other than dams alowed under section 502(f) of this title,
including—
(D(A) theactua, necessary costs and expenses of preserving
the estate, including wages, sdaries, or commissons for services
rendered after the commencement of the case[.]
11 U.S.C. §503(b)(1)(A).
RDK&Z adso offers Section 503(b)(1)(A) as an dterndtive basis for the allowance of its Chapter 11
adminigrative dam.

RDK&Z asserts that it should be alowed Chapter 11 and Chapter 7 adminigrative dams for

unpaid rents equal to the amount actudly due under the lease agreement because both Debtor and the

Chapter 7 trustee benefitted fromthe estate’ s retention of the two tunne washerseven after Debtor ceased

operations. The benefit, RDK&Z argues, was the enhancement in vaue of the remaining assets of the
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estate which could be redlized if these assets could be sold together as a“turnkey” operation'® instead of
separately at auction. RDK&Z concedes that the case law limits its recovery from the edtate to the
reasonable renta vaue of the tunnel washers. However, it argues that the actud payments due under the
lease represent afair rent for the washers.

| agree that RDK& Z is entitled to both Chapter 7 and Chapter 11 adminidraive dams under
Section 503(b)(1)(A) in the amountsit hasrequested. However, my reasons for reaching this conclusion
are very different from the arguments offered by RDK& Z.

1. The Bankruptcy Code and Unexpired L eases Gener ally.

| have been impressed time and time again by how well the various sections of the Bankruptcy
Code fit together to comprehensively address the competing interests which arise when debtors become
insolvent or otherwise cannot afford to pay thar creditors. The Bankruptcy Code is a “coherent” and
“conggtent” gatutory scheme. United Statesv. Ron Pear Enterprises, Inc., 489 U.S. 235, 240-41, 109
S. Ct. 1026, 1029-30 (1989). | attribute thisaccomplishment in part to the careful attention given by many
thoughtful people to its many provisons! As| have studied and reflected upon the issue before me, it
became more and more apparent that a solution could not be reached without firs understanding how
executory contractsand unexpired | easesfit within this comprehensive statutory scheme. Therefore, | begin

my andysswith this essentid task.

1A turnkey operation is a manufacturing plant or line which is ready to operate but which is not
actually operating.

“"However, | give equal if not greater credit to the fortuitous fact that the Bankruptcy Code largely
escaped the notice of specia interest groups as it wound its way through the legidative process prior to its
enactment in 1980.
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A lease is an agreement which divides between two parties the rights related to certain property.

Lease. Any agreement which gives rise to relationship of landlord and
tenant (real property) or lessor and lessee (real or personal property). A
contract for exdusve possessionof lands, tenements or hereditamentsfor
life, for term of years, a will, or for any interest less than that of lessor,
usudly for aspecified rent or compensation. Contract wherein one letsto
the other a certain space, property or building for specified unit of time,
generdly aweek, monthor year. Agreement under which owner givesup
possession and use of his property for vduable consideration and for
definitetermand at end of termowner has absol uteright toretake, control

and use property.

Black’s Law Dictionary 889 (6th ed. 1991) (citations omitted).
A key characteridtic of thisrelationship isthat the lesse€ srights in the property derive from those of the
lessor. The lessor dways retains ownership of the property which is subject to the lease, whether the
property isreal estate, an automobile, or something else. Whatever right thelessee hasto usethat property
isdictated by the terms of the agreement reached withthe lessor. A lesseemay continueto use the subject
property to the exclusion of the lessor only for so long as the lessee pays the agreed rent and otherwise
complieswiththe terms of the lease. 1f the |essee defaults, thenthe lessor hasthe right to regain possession
of the subject property. The lessor can regain possesson ether through the lesse€'s voluntary
abandonment of the leasehold interest or through legd process. Either way, the recovery of possession
resultsin the resurrection of the lessor’ sundivided interest in the subject property which had existed prior
to its grant of the leasehold interest to the lessee.

Itiswell settled that a debtor’ sinterest as alessee in anunexpired lease (i.e., aleaschold interest)

is property of the estate. In re Drexel Burnham Lambert Group, Inc., 138 B.R. 687, 702 (Bankr.
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S.D.N.Y. 1992); In re Alert Holdings, Inc., 148 B.R. 194, 203 (Bankr. S.D.N.Y. 1992). Seealso,
Collier on Bankruptcy App.P. 4-1505 (Lawrence P. King 15th ed. rev. 1997). However, what many
courts appear to missin their acknowledgment that a debtor’ s leasehold interest is property of the estate
isthat Section 541(8)(1) only createsfor the bankruptcy estate that whichthe debtor hersalf had as of the
petition date:
8§ 541. Property of the estate.
(@ The commencement of acase under section301, 302, or 303 of
thistitle creates an edtate. Such estateiscomprised of dl of thefollowing
property, wherever located and by whomever held:
(1) Except asprovided in subsection (b) and (c)(2) of this section,
all legal or equitable interests of the debtor in property as of the
commencement of the case.
11 U.S.C. 8§ 541(8)(1) (emphasis added).
In other words, Section 541(a)(1) is Smply a mechanism to transfer to the bankruptcy estate whatever
intereststhe debtor hasin property as of the date of her petitionso that theseinterests may be administered
by the trustee. See, Talbert v. City Mortgage Services (In re Talbert), 268 B.R. 811 (Bankr. W.D.
Mich. 2001).
The effect of the Section541(a)(1) trandfer isneutrd. The newly created estate receives no more
or no less under Section 541(a)(1) than what the debtor had to transfer.
Though this paragraph will include choses in action and claims by the
debtor agang others, it is not intended to expand the debtor’s rights
againg others more thanthey exist at the commencement of the case. For
example, if the debtor has a clam that is bared at the time of the
commencement of the case by the Satute of limitations, then the trustee

would not be able to pursue that claim, because he too would be barred.
He could take no greater rights than the debtor himself had.
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Collier on Bankruptcy App.P. 4-1505-06 (Lawrence P. King 15th ed. rev. 1997).

A leasehold interest which is acquired by the bankruptcy estate fromthe debtor is no less subject
to this “neutrd transfer” principle than any other property interest held by the debtor. If the debtor is
obligated to pay an agreed rentd fee as a condition to possessing property which is owned by the lessor,
then the bankruptcy estate must dso be subject to that same obligation as a condition to the estate’s
continued possession of that property. Otherwise, the bankruptcy estate would have rights in the leased
property greater than those which the debtor had to transfer pursuant to Section 541(a)(1). Put smply,
Section 541(a)(1) offers the trustee no independent right to remain in possession of leased property
acquired from the debtor. Whatever right the trustee has under Section 541(a)(1) must derive from the
debtor. Therefore, the estate must be bound by the same | ease terms as those which bound the debtor pre-
petition.

The vdidity of this“neutrd transfer” principle is even more gpparent when the Section 541(a)(1)

transfer of an executory contract isconsidered.’? For example, assumethat A promisesto deliver to B an

2An executory contract is different from an unexpired lease. An executory contract evidences a
relationship between two parties in which both parties are contractually obligated to deliver goods or services
for the benefit of the other. An executory contract has two key characteristics:

a Each party has obligations under the contract which remain unperformed at the time of the
debtor’ s bankruptcy petition; and

b. The nature of each party’s unperformed obligations under the contract are of sufficient
importance such that the party’s failure to perform those remaining obligations would
constitute a material breach of the contract, thereby excusing the other party from
performing its remaining duties.

Terrell v. Albaugh (In re Terrell), 892 F.2d 469, 471 (6th Cir. 1989).

A lease differs from an executory contract because the primary obligation of the lessor, that being the delivery
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automobile on August 10th and B promises to pay A $20,000 upon ddivery. If B filed for Chapter 7
bankruptcy relief on August 8th, Section 541(a)(1) would transfer to the bankruptcy estate al of B's
interests in property, induding his rights in what is clearly an executory contract with A. However, the
trustee would have no more right under Section 541(a)(1) to compe A to ddiver the automobile without
aso tendering the $20,000 due upon ddlivery than B itsdf would have had had he eected not to file a
bankruptcy petition and had B demanded ddivery without tender of payment. If the trustee' sinterest in
the automobile contract islimited by B’ sduties under that contract, thenthe trustee’ sinterestinaleasehold
interest must be smilarly limited by the debtor’ s duties under the terms of the lease agreemen.

| amalso unable to find any other provisonwithin the Bankruptcy Code which permits the trustee
to temporarily rewrite the terms of an unexpired |ease acquired fromthe debtor so asto reduce or diminate
the estate’ s obligation to make the lease payments as a condition to remaining in possession of the leased
property. Section 363 is the logica place to look for such authority, snce that section dictates the
circumstances under which atrustee may use property of the estate. Indeed, subsections (b) and (c) of
that section permit atrustee to use property of the estate (other than cash collaterd) subject only to the
condition that the trustee provide adequate protection to an interest holder in that property who requests
suchadequate protection. 11 U.S.C. 8§ 363(€). It istempting to interpret these subsections ascregtinga
post-petition environment where the trustee may use property in which the debtor possesses a leasehold
interest in the same manner as any other property which the debtor might own at the inception of the

bankruptcy proceeding. The trustee would have the right to use the leased property without paying any

of possession of the property to the lessee, is performed at the commencement of the lease.

22



rent aslong asthe lessor does not object and the trustee would continue to have the right to usethe leased
property evenif the lessor objected provided that the lessor received adequate protection. Moreover, the
adequate protectionwhichthe trustee would have to providewould be thefair rental vaue based uponthe
trustee’ s actua use, not the rental amount whichthe debtor had agreed upon at the inception of the lease.

The problem with thisinterpretation is that the trustee’ s authority under Section 363(b) and (c)
extends only to “property of the estate.” In other words, the trustee' s authority may not extend beyond
the debtor’s own interest in the property. 11 U.S.C. § 541(a)(1). In many instances, the interest which
the bankruptcy estate acquires from the debtor by operation of Section 541(a)(1) is an undivided
ownership interest subject perhapsto liens held by one or more secured creditors. However, as dready
discussed, adebtor’ s right to use property which it possesses because of aleasehold interest isby itsvery
nature limited to the terms of the agreement which created that leasehold interest. |f the debtor’ s property
whichtrustee proposed to use was stolen property, there is no question that the trusteg’ s right to use that
property under Section 363(b) or (¢) would be no greater than that of the debtor/thief. Smilarly, if the
debtor’ s property which trustee proposed to use was aleasehold interest which had dready expired, the
trustee s right to continue using the property subject to the leasehold interest would be no greater than that
of the debtor asthe origind lessee. Therefore, it isonly logica that the trustee’ sright under Section 363(b)

or (C) to use property which
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the debtor possessed under the terms of an unexpired lease is no greater thanthe debtor’ sright under the

terms of the |lease agreement which debtor had reached with the owner of that property.™®

The last sentence of Section 363(e) suggests that a trustee does have authority to pay the lessor
adequate protection in lieu of actual lease payments for the post-petition use of the property which is subject
to the lease.

Notwithstanding any other provision of this section, at any time, on request
of an entity that has an interest in property used, sold, or leased, or proposed
to be used, sold, or leased, by the trustee, the court, with or without a
hearing, shall prohibit or condition such use, sale, or lease as is necessary

to provide adeguate protection of such interest. This subsection also
applies to property that is subject to any unexpired lease of personal

property (to the exclusion of such property being subject to an order

to grant relief from the stay under section 362).

11 U.S.C. § 363(€) (emphasis added).

However, the second sentence of Section 363(e) was not in the Bankruptcy Code as originally enacted in
1980. Rather, it was included in 1994 in response to the reported case of In re Sweetwater, 40 B.R. 733 (D.
Utah 1984) (see, Bankruptcy Reform Act of 1994, Floor Statements, 140 Cong. Rec. 10,764 (daily ed.
October 4, 1994) reprinted in E. Collier on Bankruptcy App.Pt. 9-90 at § 219 (Lawrence P. King 15th ed.
rev. 1996).

In Snveetwater, the bankruptcy court concluded that a lessor to an unexpired lease was not entitled
to adeguate protection for the estate’s use of property subject to a lease pending the estate’s assumption or
rejection of the lease. The property which was subject to the lease consisted of snowmobiles, computers, and
other property which depreciated rapidly. The lessor had filed a motion which, among other things, had
demanded adequate protection. Apparently, the parties had stipulated that if the lessor was entitled to
adequate protection, the adequate protection which would have to be provided would be either an agreed upon
rate of depreciation or an agreed upon fair rental value of the leased property.

Lessors of personal property were understandably displeased with Sweetwater and its progeny.
Consequently, they caled upon Congress to correct Sweetwater. Congress responded by amending Section
363(e) “to clarify that the lessor’s interest [in personal property] is subject to adequate protection.” Id.

If my andysis is correct, then the conclusion in Swveetwater that the lessor was not entitled to
adequate protection under Section 363(e) was also correct. However, the result in Sweetwater was wrong.
The reason why a lessor is not entitled to adequate protection is not because Congress intended to deprive
lessors of any rdief during the post-petition period a trustee is required to determine whether to assume or
reject its lease. It is because there is no need under the Bankruptcy Code to provide lessors with adequate
protection. As aready discussed, the trustee must comply with the terms of the lease, including payment of
rent, if the trustee desires to preserve the estate’s leasehold interest in the property subject to the lease. A
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Section 365 isaso devoid of any provison which authorizes the trustee to temporarily rewritethe
terms of aleasehold interest inherited by the trustee fromthe debtor pursuant to Section541(a)(1). Courts
frequently look to Section 365 as the only provison within the Bankruptcy Code which is relevant to
executory contracts. However, Section 365 in fact addresses only one aspect of executory contracts and
unexpired leases, their post-petition assumption or rejection.

Section 365 is nothing more than a set of rules concerning various issueswhicharisein connection
with the trustee's decison to permanently retain (i.e., assume) the debtor’s rights under an executory
contract or unexpired lease or to abandon (i.e., reject) those rights because they are too burdensome or
are of inconsequentia vaue. Under the former Bankruptcy Act, assumption of an executory contract or
unexpired lease was necessary for the contract or lease to become property of the estate.!* However,
under the Bankruptcy Code, executory contracts and unexpired leases automatically become part of the

bankruptcy estate at the inceptionof the bankruptcy proceeding. 11 U.S.C. §541(a)(1). Thetrustee has

trustee cannot compel a lessor under Section 363 to accept less than the benefit of its bargain concerning a
debtor’s (now trustee’s) continued possession of the leased property. Conversely, a lessor cannot compel
the trustee under Section 363 to pay more than the benefit of the bargain in the event that the lessor
miscalculated in setting the lease payment at less than the rate of depreciation associated with the leased
personalty.

Sweetwater’ s error was in concluding that the lessor of personal property could be constrained from
exercising its rights under the unexpired lease until the estate had a reasonable time to decide whether to
assume or reject the lease and that the lessor’s only remedy if the estate ultimately elected to reject the lease
was an administrative claim for the fair rental value of the property of the estate. Sweetwater, Id. at 745.
The debtor-in-possession in Sveetwater should have been required to pay the agreed rent to the lessor if it
wished to prevent the lessor from modifying the automatic stay and repossessing the leased property.

Therefore, it was the Sweetwater court’s misinterpretation of Sections 363(b) and (c) which
precipitated the amendment of Section 363(e) in 1994. In effect, Congress provided a cure for which no
remedy was required.

1See discussion infra, pp. 38-40.
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the authority under Section 363(b) or (€) to usethe property subject to the leasehold interest acquired from
the debtor, subject, of course, to the corresponding obligation of the trustee to honor theterms of that lease
or contract. The trustee dso has the ability to remove the executory contract or unexpired lease from the
estate' s assets by exercisng her abandonment power. 11 U.S.C. 8§ 554(a). As for the lessor of an
unexpired lease, it looks to Section 362(d)(1) for relief from the automatic stay to repossess the subject
property from the estate.

Section 365 supplements these other sections of the Bankruptcy Code with 15 separate
subsections. However, none of these subsections permit the trustee to ignore the terms of an executory
contract or unexpired lease during the post-petition interval when she is deciding whether to assume or
reject it. Subsection (8) empowers the trustee to assume or rgject executory contracts and unexpired
leasessubjecttocourt gpproval. Subsection (b) empowersthetrusteeto compe performance by the other
party to the contract or lease notwithstanding debtor’ sor the trustee’ s default provided certain conditions
aremet. Subsection (€) sets forth the types of executory contracts and unexpired leaseswhichthe trustee
cannot assume. Subsection (d) balances the trustee' s interest in having sufficient time to decide whether
to assume or rgect the contract or lease with the competing interests of the non-debtor party to an
executory contract and the lessor in an unexpired lease to know whether they will ultimately be bound or
not to the contract or lease. Subsection (€) describes provisons in acontract or lease which may not be
used to modify or terminate the contract or lease post-petition. Subsections (f), (k), and (I) set forth the
circumstances under which a trustee may assign an executory contract or unexpired lease and the effect
of any such assgnment upon the estate. Subsection(g) establishes rules concerning the administration of

dams resulting from the trustee’ sdecisionto reject an executory contract or unexpired lease. Subsections
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(h), (i), and () define the rights of a lessee of redl property or a purchaser of rea property (or timeshare
thereof) inthe event the debtor was the lessor or sdller and the trustee e ectsto reject the lease or purchase
contract. Subsection (m) defines leases of red property to include any rentd agreement to use red
property. Subsection (n) sets forththe rightsof anon-debtor licenseeto alicensewhichwasissued by the
debtor and whichthe trustee has ultimatdy elected to rgject. Findly, subsection (0) addressesthetrustee’s
assumptionof a debtor’ s commitment to maintain capital requirementsfor aninsured depositing inditution.

Many courts have relied impliatly, if not expliatly, upon Section 503(b)(1)(A) as providing
authority to the trustee to compensate alessor for unpaid post-petitionrentsat arate other than that which
was agreed upon betweenthe lessor and the debtor. They have hdd that alessor whoseleaseis ultimately
rejected is entitled to an adminigtrative expense equd only to the reasonable rentd vaue of the subject
property. See, e.g., InreBridgeport Plumbing Products, Inc., 178 B.R. 563, 565-6 (Bankr. M.D. Ga.
1994); Burlington NorthernRailroad Co.v.Dart & Russdl, Inc., (InreDart & Russell, Inc.) 853 F.2d
700, 707 (9th Cir. 1988); Memphis-Shelby County Airport Authority v. Braniff Airways, Inc., (Inre
Braniff Airways, Inc.), 783 F.2d 1283, 1285-6 (5th Cir. 1986); Inre Energy Resources Co., Inc., 47
B.R. 337, 338 (Bankr. D. Miss. 1985). However, Section 503(b) is a definitional provison, not an
enabling provison. It amply describes what condtitutes an administrative expense for purposes of other
sections of the Bankruptcy Code. For example, Section 503(b), in conjunction with Section 507, provides
guidance to the Chapter 7 trustee as to how the property of the estate is to be distributed pursuant to
Section 726(a). See also, 11 U.S.C. 88 522(k), 1114(e)(2), 1129(a)(9)(A), 1171(a), 1205(b)(4),

1222(8)(2), and 1322(3)(2).
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To summarize, Section541(a)(1) amply transfers to the estate that which the debtor owned as of
the commencement of the debtor’ s bankruptcy case. While Section 541(a)(1) preserves for the benefit
of the estate and its creditors whatever interests the debtor might have had, it also limits the trustee’s
enjoyment of these interests to the same congtraints imposed upon the debtor, including the obligation to
pay an agreed upon rent. Otherwise, the trustee would have a greeter right in the leasehold interest than
that whichthe debtor had to give. Moreover, thereisno other provisionwithin the Bankruptcy Codewhich
empowers the trustee to rewrite the terms of the leasehold interest whichthe estate has acquired while the
trustee decides to assume or rgject the lease. It is the recognition of these fundamenta bankruptcy
concepts which dictates the anaysis which now follows.

2. The Bankruptcy Estate' s Obligation to Pay the L essor Actual Rent Until
the Unexpired L easeis Rejected.

In concept, the lessor’'s dam for post-petition rent againgt the bankruptcy estate should be no
different than the lessor' s dlaim againgt any other tenant.™> Again, Section 541(a)(1) does nothing more
thantransfer to the bankruptcy estate the leasehold interest whichthe debtor had hed fromthe lessor. The

bankruptcy estate’ srightsinthat leasehold interest are no greater and no less than those which the debtor

BIf a trustee is obligated to continue honoring the rental obligation under a leasehold interest the
estate required from the debtor pursuant to Section 541(a)(1), then it follows that the landlord or other lessor
must have a clam against the estate for the rent which continues to accrue post-petition on account of that
leasehold interest. The question which springs from this logical conclusion is “how is this claim for post-
petition rents treated under the Bankruptcy Code?’ Although a simple and straightforward question, the
courts and commentators have ignored it by subsuming it within the more immediate question which typicaly
accompanies it, that being whether this post-petition claim for rent should be afforded administrative priority
if the trustee ultimately rejects the lease agreement she acquired from the debtor. Unfortunately, Sections
365 and 503 unduly complicate the analysis. Therefore, | have chosen to analyze the question first by
assuming that Sections 365 and 503 arenot applicable and then re-introducing these sections onto the equation
once my preliminary analysis has been completed.
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held unless the Bankruptcy Code specificdly dtersthoserights. Moreover, the rights acquired are to be
determined by reference to state lawv. Butner v. U.S,, 440 U.S. 48, 99 S. Ct. 914, 59 L.Ed.2d 136
(1979); Poss v. Morris (In re Morris), 260 F.3d 654 (6th Cir. 2001) (state law determinesinterest of
partiesin red estate) (citing Butner).

Under Michigan law (which, for the most part, follows genera landlord tenant law), a tenant is
lidble for the actua rent owing under the lease until the tenant has abandoned the leasehold. Prior to
abandonment, the landlord has no duty to mitigate. Cameron, Michigan Red Property Law, Principles
and Commentary (2nd Ed. 1993), 120.59. In other words, if the tenant has not foregone the benefit of
exdugve possession and control of the property afforded to her under the lease by elther abandoning or
surrendering the leasehold interest, the lessor is entitled to the rent the tenant agreed to pay for the benefit
conferred. M & V Barocasv. THC, Inc., 216 Mich. App. 447, 450 (1996). Abandonment of theright
of occupancy under alease requires both proof of intent to abandon and acts of abandonment. Fera v.
Village Plaza, Inc., 52 Mich. App. 532, 538 (1974) (rev on other grounds 396 Mich. 639 (1976)).

An abandonment of the leasehold does not excuse the tenant of liaility for the remaining rental
payments owing on the lease at the time of the abandonment. Scott v. Beecher, 91 Mich. 590 (1892).
The landlord continues to have aclaim for these future rents subject to any offset for the rentsreceived by
the landlord if the property isre-let during the remainder of the leaseterm. Stewart v. Sprague, 71 Mich.
50 (1888). Moreover, the landiord has a duty to mitigate by making a reasonable effort to re-let the

property once it has been abandoned. Froling v. Bischoff, 73 Mich. App. 496 (1977).%6

%The law in Michigan for leases of personal property is similar. Michigan adopted Article 2A of the
Uniform Commercia Code in 1992 (MCLA 440.2801-2982). It applies to al leases of goods. MCLA
440.2802 and 2803(j). If goods subject to a lease have been delivered to the lessee, the lessor is entitled to
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Therefore, if Section 541(a)(1) were the only gpplicable section and consequently nothing more
resulted from the debtor’ s bankruptcy filing than the smple substitution of the bankruptcy estate for the
debtor on the lease, thenthe estate would continue to be obligated for the actua rent accrued on the lease
until the leasehold interest was abandoned. If the trustee eected to abandon the lease, the lessor would
have two separate clams againg the estate. The firs damwould be the lessor’ sclaim againgt the debtor
for unpaid rents, if any, which had accrued prior to the debtor’ spetition. The second clam would bethe
lessor's post-petition dam againg the estate itsdf. One component of the lessor’s post-petition claim
would be any unpaid rents which accrued post-petition before the trustee el ected to abandon the estate’ s
interest intheleasehold. The other component of thelessor’ s post-petition claim would beitsdamageclaim
for future rents which remained owing under the lease agreement at the time the trustee abandoned the
leasehold interest.!’

Having established this basic conceptua framework, the next step isto consider how either Section
365 or Section502 affects the outcome | have described. Somewhat surprisingly, Section 365 islargely
irrdevant. Asaready discussed, Section 365 for the most part addresseswhen an unexpired lease must

be assumed, what types of unexpired |eases may be assumed and what typesmay not, and what the trustee

recover dl accrued and unpaid rent on the lease up to the date the lessee tenders the goods back to the lessor
and the present value of all future mitigated rents. MCLA 440.2978(1).

“Tender” is not defined in Article 2A. However, Article 2 (Sales) defines “tender or delivery” as
putting and holding “conforming goods at the buyers disposition” and giving “the buyer any notification
reasonably necessary to enable him to take delivery.” MCLA 440.2503(1).

YThe lessor’'s pre-petition and post-petition claims might also include a second and separate
component for damages if the condition of the subject property recovered by the lessor was less than what
had been agreed to by the lessee under the lease agreement.
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must do to assume or assign an unexpired lease. Only subsection (g) is relevant to the question | have
posed.
(9) Except as provided in subsections (h)(2) and (i)(2) of this section,
the regjection of an executory contract or unexpired lease of the debtor
congtitutes a breach of such contract or lease—
(2) if such contract or lease has not been assumed under this

sectionor under a plan confirmed under chapter 9, 11, 12, or 13
of this title, immediately before the date of the filing of the

petition[.]
11 U.S.C. 8 365(g)(1).
Courts and commentators typicaly focus on the relation-back aspect of this provison. However,
subsection (g) servesasecond, equdly important function: it defines what rgjection of an unexpired lease
means. Regection of an unexpired lease is not the equivaent of termination of the lease. Regectionof the
unexpired leaseis not eventhe same as abandonment of the unexpired lease. Rather, rejectionof the lease
means nothing more than that the trustee has breached the terms of the lease. Miller v. Chateau
Communities, Inc. (In re Miller), 282 F.3d 874, 877 (6th Cir. 2002).
Section 502(g) complements Section 365(g)(1) by stting forth how a dam aridng from the

rglection of an unassumed and unexpired lease is to be administered.

A claim arigng from the reection . . . of an executory contract or

unexpired lease of the debtor that has not been assumed . . . shal be

dlowed. . . or disdlowed . . . the same as if suchdam had arisenbefore

the date of thefiling of the petition.
11 U.S.C. § 502(g) (emphasis added).

In other words, if an unexpired lease is rejected sometime after it hasbecome property of the estate, then

Section 502(g) combines with Section 365(g)(1) to provide that the damages resulting from
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rejection/breach of the lease (i.e., the future rents due for the remaning term of the lease) will be
adminitered as a pre-petition dam. A Section 502(g) clam is described in the legiddtive history as a
“rgectiondam.” House Report No. 95-595, 95th Cong., 1st Sess. 349 (1977); Senate Report No. 95-

989, 95th Cong., 2nd Sess. 60(1978). A rgection clamisdigtinct from other post-petition clamsalessor
may have againg the estate. For example, argection clam would not include any claimalessor might have
for damages by the trustee’ s post-petition misuse of the subject property.

Even more important, a rejection daim would not include a lessor’s post-petition clam for the
unpaid rents which accrued after the commencement of the bankruptcy but prior to the rgection of the
lease. A rgection claim is prospective only. It coversonly that portion of the lessor’ s post-petition claim
relaing to the future rents which the lessor would have received had the lease not been rejected.

Subsection (g) gives entities injured by the rgjection of an executory
contract or unexpired lease . . . a pre-petition dam for any resulting
damages. . .
House Report No. 95-595, 95th Cong., 1st Sess. 354 (1977); Senate Report No. 95-989, 95th Cong.,
2d. Sess. 65 (1978).28
To summarize, the bankruptcy estate, by acquiring the debtor’s leasehold interest under an

unexpired lease at the outset of the bankruptcy proceeding, mugt in some fashion account for the post-

petitionaccrual of rentsassociated withthe leasehold interest it hasacquired. If only Statelaw gpplied, then

®¥|f the estate were to abandon the leasehold interest at the same time that the lease was rejected,
then the lessor’s Section 502(g) rejection claim would be limited to the future rents owing for the remaining
term of the lease reduced by the lessor's duty to mitigate. If, however, the estate did not abandon the
leasehold interest simultaneously with the rejection but instead remained in control €.g., the lease was
automaticaly rejected by operation of Section 365(d)(1)), then the lessor’s Section 502(g) rejection clam
would be for whatever actual rent accrued between the date of rejection and the date the estate abandoned
the leasehold interest and for whatever future mitigated rents might be due after the date of abandonment.

32



the estate would be accountable to the landlord for dl accrued but unpaid rents up to the point the subject
property issurrendered or repossessed. The estate would aso beliablefor thefuture renta paymentsdue
for the remaining term of the lease, subject, however, to the lessor’ s duty to mitigate.

The Bankruptcy Code dtersthisoutcomeintwo ways. Firg, it providesthat if the cdlam for unpaid
rents includes rents which accrued prior to the commencement of the bankruptcy, the pre-petition unpaid
rentsareto betreated asadamagang the debtor and alowed or disallowed pursuant to Section502(b).
Seealso, 11 U.S.C. §101(5), (10), and (12). Second, it providesthat if the unexpired leaseis ultimatdy
rejected by the estate as provided in Section 365, thenthe lessor will have a“rgection daim”*® againg the
edtate which also isto be administered as a pre-petition claim. 11 U.S.C. 88 502(g) and 365(g).

However, nather Section 502 nor Section 365 addresses how the lessor’ sdam for unpaid post-
petition rents which accrued during the “ petition/rgection gao” (i.e., the post-petition period prior to the

lease’ srejection) areto be administered.® Section 503(b)(1), on the other hand, suggeststhat any unpaid,

19.e., a composite claim consisting of 1) a mitigated damage claim for unearned lease payments over
the remainder of the lease after the subject property is abandoned or repossessed; and 2) a claim for actual
post-petition rents for the interval, if any, between the rejection date and the date the subject property is either
abandoned or repossessed.

DAt first blush, Section 502(g), when combined with Section 502(b)(6), suggests that the dam for
unpaid post-petition rents which accrued prior to rejection of the lease is to be incorporated into the pre-
petition cdam for damages. However, the actual wording of these sections does not support such a
conclusion. Section 502(b)(6) is very specific as to the type of claim which falls within its purview.

(6) if such claim is the claim of a lessor for damages resulting from the
termination of alease of real property, such claim exceeds—

(A) the rent reserved by such lease, without acceleration, for the
greater of one year, or 15 percent, not to exceed three years, of the
remaining term of such lease, following the earlier of—

(i) the date of the filing of the petition; and
(ii) the date on which such lessor repossessed, or the
lessee surrendered, the leased property; plus
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post-petition rent which accrued prior to the lease's rgection should be alowed as an administrative

expense.
(D(A) theactua, necessary costs and expenses of preserving the estate,

including wages, sdaries, or commissions for services rendered after the
commencement of the case[.]

11 U.S.C. § 503(b)(1)(A).

(B) any unpaid rent due under such lease, without acceleration, on
the earlier of such dateq.]

11 U.S.C. § 502(b)(6).

Only claims “for damages resulting from the termination of a lease of real property” are covered.
Therefore, damage claims arising from leases of equipment and other personal property are outside the scope
of Section 502(b)(6). As for real property leases, claims arising from leases which are not in default as of
the petition date are not subject to Section 502(b)(6). Indeed, claims arising from leases which are in default
but not yet terminated as of the petition date are not subject to Section 502(b)(6). Section 502(b)(6) only
covers those instances where a real property lease has in fact been terminated (either by the lessee's
voluntary abandonment or the lessor’s successful efforts in state court) prior to the commencement of the
bankruptcy case. If the lease has not been terminated pre-petition, then the lease remains an unexpired lease
which transfers to the estate by operation of Section 541(a)(1).

The trustee, of course, has the option of rejecting any unexpired lease post-petition. However,
Section 502(g), not Section 502(b)(6), addresses how the resulting rejection claim is to be administered. As
already discussed, that section makes no reference to the lessor’s separate claim for unpaid post-petition rents
which accrued during the petition/rejection gap. It refers only to the lessor’s claim for post-rgjection rents
due under the lease.

Section 502(g) further directs that the rejection claim is to be administered “as if” the claim had arisen
pre-petition. Since rejection under Section 365(g)(1) constitutes nothing more than a breach of the lease
agreement, and since a breach of the lease agreement is not the same as termination of the leaseitself, the
pre-petition equivalent of arejection claim is not a claim based upon a lease which in fact has been terminated
but rather a claim based upon alease which is only in default. Therefore, Section 502(b)(6), which is limited
to only claims based upon leases which have been terminated, has no direct applicability to either the
determination or alowance of a rejection claim. At most, Section 502(b)(6) offers guidance as to the
maximum amount which a lessor may be allowed to recover for future rents owing on the remaining term of
an unexpired real property lease which the estate has rejected post-petition. What is absolutely clear is that
Section 502(b)(6), whether considered alone or in conjunction with Section 502(g), has nothing to do with how
alessor’'s claim for unpaid post-petition rents which accrued prior to the lease' srejection is to be administered
by the estate.
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Given that a debtor’s leasehold interest in an unexpired lease congtitutes property of the estate, it Sands
to reason that the actua rental payments associated withthat leasehold interest would be anecessary cost
associated with the preservation of that particular property interest. Put differently, the trustee must pay
the actual rental paymentsrequired under theleaseagreement if the trustee wishesto preserve for the estate
the benefits of the leasehold interest acquired from the debtor.?* Otherwise, the lessor will have the right

to terminate the lease and repossess the subject property.

My conclusion that the Bankruptcy Code requires the trustee to pay the actual rent under the lease
agreement as the cost of preserving the leasehold interest during the petition/rejection gap does not mean that
the trustee must necessarily tender payment to the lessor immediately as the rent comes due. First, from a
practical point of view, immediate payment becomes an issue only if the lessor seeks to enforce its rights
through either a motion to compel the trustee to assume or reject the lease or a motion for relief from the
automatic stay or the trustee seeks an extension of the time to assume or reject and the lessor objects. |If the
lessor is complacent, then the rent will simply accrue as an administrative clam against the estate in the same
manner as rent would accrue as a claim against the debtor pre-petition had the debtor stopped paying rent
but had remained in possession of the leased property.

Second, even if the lessor is not complacent, there is sufficient flexibility in the Bankruptcy Code to
dlow the trustee in most instances at least some time to offer the lessor an administrative claim in lieu of
immediate payment of the rent due. Sections 365(d)(3) and (d)(10) certainly suggest by negative implication
that a Section 503(b)(1)(A) administrative clam remains an acceptable aternative to actua payment of post-
petition rent for leases of non-commercial real and personal property and an acceptable alternative for leases
of commercial personal property for the first sixty days after the order for relief in a Chapter 11 proceeding
and for an unspecified period of time under dl other chapters of the Bankruptcy Code. Whether alowance
of an administrative clam is acceptable as a substitute for immediate payment should be decided on a case-
by-case basis. Relevant factors could include the ability of the estate to ultimately pay the administrative
claim, the lessor’s need for immediate payment, and the potential value of the lease to the estate if the trustee
ultimately were to assume it.

| also do not rule out the possibility that lessors could receive a combination of immediate payment
and an administrative clam in those instances where it might be appropriate to substitute an administrative
cdam for actual payment of the rent due (.e. dl instances other than leases involving commercial red
property). For example, the court could require the trustee to immediately pay that portion of the rent due
on a commercia equipment lease in a Chapter 7 which would be needed to cover the actual depreciation or
opportunity cost associated with the estate’s continued possession of the subject property but allow the
remainder of the rent due, if any, as an administrative claim to be paid at alater date.
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It further stands to reason that this adminidtrative cost terminates when the leasehold interest is
regjected, elther by affirmative act under Section 365(a) or by operation of Section 365(d), for rgection
of the unexpired lease is an unequivoca manifestation of the estate’s decison that it is no longer in the
estate' s interest to preserve the exdudve right to possess and use the property which is subject to the
leasehold interest. Consequently, rents which accrue on account of a lease subsequent to its rejection
should not be entitledto adminigretive priority. Indeed, Sections 365(g) and 502(g) confirm thisreasoning
through their mandate that post-rejection dams for rent (i.e., rgjection claims) are to be treated as pre-
petition clams, not post-petition clams.

Unfortunately, therearenumerous decisons whichcontradict thislogic. See, e.g., InreBridgeport
Plumbing Products, Inc., 178 B.R. 563, 565-6 (Bankr. M.D. Ga. 1994); Burlington NorthernRailroad
Co.v.Dant & Russl, Inc., (InreDant & Russdll, Inc.) 853 F.2d 700, 707 (Sth Cir. 1988); Memphis-
Shelby County Airport Authority v. Braniff Airways, Inc., (In re Braniff Airways, Inc.), 783 F.2d
1283, 1285-6 (5th Cir. 1986); In re Energy Resources Co., Inc., 47 B.R. 337, 338 (Bankr. D. Mass.
1985). They uniformly hold that a lessor's adminidrative expense clam for rents during the
petition/rgection gap for aleasewhichis ultimatey rejected is limited to the reasonable renta value of the

property subject to the lease.?2

2This is not to say that the courts which have addressed the allowance of unpaid rents during the
petition/rejection gap as an adminigtrative expense are unanimous. They are anything but. However, the
battlefield they have chosen for their debate is confined to what should be alowed as the reasonable rental
value for the subject property during this gap period. One camp argues that a court should consider only the
far rental value of the subject property based upon its best use (the “objective’ standard) see, e.g.,
Thompson v. IFG Leasing Co. (In re Thompson), 788 F.2d 560, 563 (9th Cir. 1986) whereas the other
camp argues that a court should also consider an estate’s actual use of the property (the “subjective”
standard). See, e.g., In re Bridgeport Plumbing Products, Inc., at 566. However, regardiess of the
standard used, the courts uniformly state that the lease payment actually required by the underlying lease is
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The problemwiththese decisons isthat they leave unaccounted for aresdua, post-petitiondam.
Thisresdua daimisthe difference between the reasonabl e rental vaue which isto bedlowed asthe post-
petition adminidrative priority clam and the actud rent which accrued under the lease agreement during
the petition/rgection gap. The indinctive responseisthat thisresidual damisincluded as part of the post-
petitionrental damwhichistreated asa pre-petitiondam pursuant to Section502(g). However, Section
502(g) addresses only that portionof the post-petitionrentswhicharose AFTER the lease wasrejected.

The numerous courts which have decided that an administrative rent claim under the Bankruptcy
Code must be limited to the reasonable renta vaue of the property have smply ignored the existence of
thisresidua dam. Indeed, these courtshave, for the most part, offered no critica anadyssat al concerning
the dlowance of an adminidratiive dam for rents which accrued during the petition/rgection gap.

Comment istypicaly limited to recognition of “reasonable rental vaue’

relevant to consideration of the administrative priority clam only as being representative of what the subject
property’ s reasonable rental value may be.

See pp. 29-30, supra.
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as being the well accepted rule and citation of one or more previoudy published decisons to establish the

point.2

2For example, Memphis-Shelby County Airport Authority v. Braniff Airways, Inc. (In re Braniff
Airways, Inc.), 783 F.2d 1283 (5th Cir. 1986), In re Rhymes, Inc., 14 B.R. 807 (Bankr. D. Conn. 1981), and
In re Sandard Furniture Company, 3 B.R. 527 (Bankr. S.D. Cal. 1980) are three frequently cited cases
for the rule that the administrative claim for rents which accrued during the petition/rejection gap is to be
limited to the reasonable rental value of the subject property. None of these cases offers any independent
analysis. Rather, each relies solely upon prior case law as support for the rule advanced.

If the trustee assumes the lease, the debtor’'s estate becomes liable for the
full rent accruing under the terms of the lease. In re Florida Airlines,
Inc., 17 Bankr. 683, 684 (Bankr.M.D.Fla.1982). If the trustee ultimately
rejects the lease the debtor’s estate is ligble only for the reasonable vaue
of its use and occupancy of the premises. The lessor is entitled to receive
administrative expense priority for that amount (see § § 503 and 507(a)(1)
of the Bankruptcy Code) which is ordinarily presumed to be the contract
rental rate, adjusted downward or upward to reflect the extent to which the
debtor actually used the demised premises. In re Energy Resources Co.,
Inc., 47 B.R. 337, 338-39 (Bankr.D.Mass.1985); Dallas-Fort Worth
Regional Airport Board v. Braniff Airways, Inc., 26 B.R. 628, 630-31
(N.D.Tex.1982) [hereinafter cited as DFW Regional Airport Board]; In
re Standard Furniture Company, 3 B.R. 527, 530 (Bankr.S.D.Cal.1980);
see generally Fogel, Executory Contracts and Unexpired Leases in the
Bankruptcy Code, 64 Minn.L.Rev. 341, 365-71 (1980).

Because this claim for use and occupancy is given administrative expense
status, it is sometimes known as “administrative rent.” DFW Regional
Airport Board, supra, 26 B.R. at 630. A claim for administrative expense
determines not only the sum to which the lessor is entitled, but also the
priority to which he is entitled. If granted administrative expense priority,
his claim will often disadvantage the genera creditors of the estate. S& W
Holding Company v. Kuriansky, 317 F.2d 666, 667 (2d Cir. 1963).

In re Braniff Airways, 783 F.2d at 1285-86.

With respect to unexpired leases, it is well settled that until assumption or
rejection of the debtor’'s lease, the estate is liable only for the reasonable
value of the use and occupancy of the property. In re United Cigar Sores
Co., 69 F.2d 513 (2d Cir.), cert. denied sub nom. Reisenwebers, Inc. v.
Irving Trust Co., 293 U.S. 566, 55 S. Ct. 76, 79 L.Ed. 665 (1934); In re
Sandard Furniture Co., 3 B.R. 527 (Bankrtcy.S.D.Cal.1980).

38



However, | am reluctant to conclude that this resdud clam just disgppears, particularly giventhe
fact that the Bankruptcy Code would require this very same resdua daimto be paid in full had the trustee

dected to assume the unexpired lease® Therefore, | have chosen to examine

In re Rhymes, Inc., 14 B.R. at 808.

Where an unexpired lease is eventudly adopted by the trustee, the estate
becomes lidble to the lessor for rent reserved in the lease accruing from the
date of filing the petition until the date of assumption. See In re Chase
Commissary Corporation, supra, 11 F.Supp. at 289. See dso 2 Coallier on
Bankruptcy, P 365.03(2) at p. 365-25 (15th ed.). It iswell settled, however,
that where a lease is ultimately rejected, or for the period pending either
rejection or assumption, the amount of allowable expense for administrative
rent is measured by the period of actual occupation and use of the premises.
See Philadelphia Co. v. Dipple, 312 U.S. 168, 174, 61 S. Ct. 538, 541, 85
L.Ed. 651 (1940) (reorganization case); Matter of Chase Commissary
Corporation, supra, 11 F.Supp. at 289; In re CRS Architectural Metals
Corp., 1 B.R. 729, 732 (E.D.N.Y. 1979).

In re Sandard Furniture Company, 3 B.R. at 530.

%] cannot find any provision in the Bankruptcy Code which would adequately address the
administration of this residual claim. The Bankruptcy Code provision which comes closest to providing an
answer is Section 348(d).

(d) A claim against the estate or the debtor that arises after the order for
relief but before conversion in a case that is converted under section 1112,
1208, or 1307 of this title, other than a claim specified in section 503(b) of
this title, shall be treated for all purposes as if such claim had arisen
immediately before the date of the filing of the petition.

11 U.S.C. § 348(d).

If the adminigtrative claim for pre-rejection rentsis to be limited to the reasonable rental value of the subject
property, then the residual claim for the difference between the actual rent and the reasonable rent would be
“a claim against the estate” which would be subject to pre-petition treatment. However, Section 348(d)
addresses only that portion of the residual claim which arose pre-conversion. |f the lease was rejected prior
to conversion, then the residual claim could be accounted for by Section 348(d) as just another post-petition
cdam which is now to be treated as a pre-petition claim. However, if the lease had not been rejected as of
the date of conversion, the residual claim related to the unpaid rents which accrued prior to conversion would
be subject to pre-petition treatment pursuant to Section 348(d) but any residual clam related to unpaid rents
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more closdly the bags for the seemingly unassailable rule that alessor’s adminigtrative priority dam for
unpad rents under the Bankruptcy Code must be limited to the reasonable rental vaue of the property.
What | have discovered isthat dl of the Bankruptcy Code decisions which have espoused this rule have
relied upon case law which ultimately is based upon the interpretation of the former Bankruptcy Act of
1898, not the current Bankruptcy Code. The reliance is misplaced.

Unexpired leases and executory contracts were not considered property of the estate under the
former Bankruptcy Act until the trustee assumed the contract or lease. Inre Frazin, 183 F. 28 (2d Cir.
1910).

In our opinion, upon principle and authority, atrustee, having the option

to assume or reject alease, takestitle to such lease only in case he dects

to acceptit. If heedectsto accept it, then, by virtue of the provision of the

bankruptcy act dready quoted, the vesting of thetitle relates back to the

date of adjudication. But, if the trustee does not elect to accept the lease,

it remains the property of the bankrupt.
Id. at 32.%
The Frazin court reached this conclusionas amatter of statutory interpretation, not as amatter of common
law or equity. It observed that Section 70a of the former Bankruptcy Act was patterned after the English

lawsin exigence a the time of its origind enactment and that those laws did not automatically vest in the

bankruptcy trustee the debtor’ s unexpired lease interest.

which accrued in the subsequent Chapter 7 proceeding would ill be unaccounted for. Of course, Section
348(d) becomes irrelevant if the actual rent accrued during the petition/rejection gap, as opposed to just the
reasonable rent, is simply entitled to administrative priority pursuant to Section 503(b)(1)(A).

%*See also, Fletcher v. Qurprise (In re Northern Indiana Oil Co., Inc.), 180 F.2d 669, 676 (7th
Cir. 1950); Reisenwebers, Inc. v. Irving Trust Co. (In re United Cigar Sores Co. of America), 69 F.2d
513, 515 (2d Cir. 1934).
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The generd assignment of a bankrupt’'s personal estate under the

commission does not vest aterm of yearsin the assgnee, unlessthey do

some act to manifest their assent to the assgnment as it regards the term,

and thar acceptance of the estate, rents, etc. And thereforetill some act

of this sort is done by them, the term till remainsin the bankrupt, and he

isliable to the payment of rent accruing due subsequent to the bankruptcy.
Id. a 30 (citing Lord Ellenborough’s opinion in Copeland v. Stevens, 1 B. & Ald. 593 (1818)).
The Frazin court further observed that various American courts had aready incorporated this exception
into the Bankruptcy Act of 1867.

It is wel settled that assgnees in bankruptcy are not bound to accept

property which, inther judgment, is of an onerous and unprofitable nature,

and would burdeninstead of benfit the estate, and can e ect whether they

will accept or not after due congderation and within a reasonable time,

while, if their judgment is unwisdly exercised, the bankruptcy court isopen

to compd adifferent course.
Id. a 30 (citing DuShane v. Beall, 161 U.S. 513, 515, 16 Sup.Ct. 637, 638, 40 L.Ed. 791 (1896)).

Therefore, courts which were asked to determine a lessor's entitlement under the former

Bankruptcy Act to rentswhichhad accrued during the petition/rgjection gap addressed this issue fromthe
perspective that the estate did not become a party to the lease until the trustee actudly made an affirmative,
post-petition decision to include the debtor’s leasehold interest as part of the bankruptcy estate. If the
trustee elected to accept (i.e., assume) the leasehold interest, thenthe estate was deemed to be liable for
al unpaid rents which had accrued from the inception of the bankruptcy proceeding asiif title had vested
to the estate on that prior date. However, if the trustee elected to reject (i.e., not accept) the lease, then
the estate would not be lidble for the actud rents whichaccrued post-petitionfor the smple reasonthat the

estate never became a party to the lease agreement. Thelessor’s clam for actud rent remained against

the debtor.
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However, these same courts concluded that the lessor of an unexpired lease which was rejected
under the former Bankruptcy Act held a separate clam againgt the estate. Thisseparate clam againg the
estate did not arise out of the lease agreement itsdf. Again, thelessor’s claim for post-petition rents under
the regjected | ease agreement remained againg the debtor. Rather, the lessor’ s claim for post-petitionrent
agang the estate arose out of the equitable principle that the estate should not be unjudly enriched if it
benefitted fromthe use of the subject property. Inre United Cigar Sores Co. of America, Inc., 69 F.2d
at 515; American Anthracite& Bituminous Coal Corp. v. Arrivabene, SA., 280 F.2d 119, 124-5(2d
Cir. 1960); Zelinv. Unishops, Inc. (In re Unishops, Inc.), 553 F.2d 305, 308 (2d Cir. 1977); Hall v.
Perry (In re Cochise College Park, Inc.), 703 F.2d 1339, 1352 (9th Cir. 1983) (Act case).

Section 64, sub. a(1) includes among those clams entitled to firdt priority
the *actual and necessary costs and expenses of preserving the estate
subsequent to filing the petition’ and ‘the costs and expenses of
adminigraion.’” Thecam of acreditor having an executory contract with
the debtor at the time the debtor’s petition is filed is entitled to priority
under these provisons only if the trustee or debtor inpossessionelectsto
assume the contract or if he recelves benefits under it. The right to
priority in the event the contract is assumed follows from the fact
that the trustee or debtor in possession has elected to make the
contract of thedebtor his own, just as if it had been made by the
trustee or debtor in possession in the first instance. Theright to
priority in the event the trustee or debtor in possession receives
benefits under the contract during the interval betweenthe filing of
the debtor’s petition and the reection of the contract ‘is an
equitable right based upon the reasonable value’ of the benefits
conferred, rather than uponthe contract price. Whereno benefitsare
received by the bankrupt estate or its representative under the contract,
and the contract is not assumed, the creditor’s claim is not entitled to
priority, athough of course, uponrejection, the creditor may file agenerd
damagaing the estate. These principles have most often been gpplied by
the courts with respect to leases of red property. In such casesitissad
that, unless the trustee or debtor in possessiondectsto assume the duties
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of the bankrupt lessee under the lease, heisliable only for actual use and
occupancy of the property.

American Anthracite & Bituminuous Coal Corp., 280 F.2d at 124-125 (citations omitted).

Courts have continued to cite Bankruptcy Act cases suchasAmerican Anthracite, United Cigar
Sore, and Cochise College Park, Inc., for the proposition that a lessor’s adminidrative rent clam on
account of areected lease was limited to the subject property’s reasonable rental vaue even after the
Bankruptcy Code had replaced the Bankruptcy Act asthe gpplicable law. In re Bridgeport Plumbing
Products, Inc., 178 B.R. 563 (Bankr.M.D. Ga. 1994) (cting American Anthracite); Inre Rhymes, Inc.,
14 B.R. 807 (ating United Cigar Sores and American Anthracite); Dallas-Fort Worth Regional
Airport Board v. Braniff Airways, Inc., 26 B.R. 628 (citing United Cigar Sores, Inc.); Burlington
Northern Railroad Co. v. Dant & Russdll, Inc. (In re Dant & Russell, Inc.), 853 F.2d 700 (citing
Cochise College Park, Inc.). However, the Bankruptcy Code diminated the theoretica construct upon
which American Anthracite, United Cigar Store, and Cochise College Park, Inc. had dl been based.
Each of these pre-Code decisions had been premi sed upontwo well established principles under the former
Bankruptcy Act: first, that aleasehold interest did not become property of the estate under former Section
70a until the bankruptcy trustee eected to assume the underlying lease agreement; and second, that any
post-petition dam againg the estate onaccount of property subject to an unexpired leasewhichhad been
rejected (i.e., not accepted) by the estate must be based upon the equitable theory of unjust enrichment.
It necessaxily followed from these two principles that the reasonable rental vaue of the subject property

based uponthe estate’ sactua use of that property would dictate the amount of the lessor’ s separate dam
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for unjust enrichment againgt the estate. The actua rent agreed upon by the lessor and the debtor under
the rglected lease was relevant only to the extent that it reflected the property’ s reasonable rentd vaue.
However, as aready discussed, the Bankruptcy Code providesthat a debtor’ s leasehold interet,

like every other interest owned by the debtor, becomes property of the estate upon the commencement
ofthecase. Ironicaly, thelogicwhich supported the decisonsreachedin United Cigar Stores, American
Anthracite and Cochise College Park now requires exactly the opposite concluson. If aleasehold
interest becomes property of the estate at the commencement of the case, then the etate is obligated for
the actua rent associated withthe leasehold interest until the trustee el ects to abandon (or regject) the lease.
Indeed, the court in Frazin foresaw the consequences of acceleraing the “vesting” of aleasehold interest
in the bankruptcy estate from the trustee’' s acceptance of the lease to the commencement of a bankruptcy
proceeding.

Now, if the title to alease passes nolens volens[i.e., by operation of law]

to the trustee immediately upon his appointment, he has not the dection

which the Supreme Court says that he has of accepting it or not. Hisonly

option is to retain it or convey it back to the bankrupt, which is a very

different thing. M or eover, if the bankrupt be divested of hisinter est

inthe leasehold estate, and it be vested in the trusteeimmediately

upon his appointment, it is difficult to see upon what theory he can

escape its obligations pending itsretransfer. Andif reconveyancebe

necessary, upon what principle canthe bankrupt be compelled to accept
it?

InreFrazin, 183 F. 28 at 31-32 (emphasis added).
In re Fred Sanders Company, 22 B.R. 902 (Bankr. E.D. Mich. 1982) is the only post-
Bankruptcy Act case which | have discovered which recognizes the problem posed by enactment of

Section541(a)(1) uponthe alowance of adminigtrative rent at some amount other thanthe contractual rate.



Id. a 903-5. Sanders concluded that the Bankruptcy Code continues to limit a lessor’'s adminidrative
priority clam on account of a regjected |lease to the reasonable rental vaue of the property notwithstanding
the enactment of Section 541(a)(1). It offered two rationales for this concluson. | disagree with both.

Firgt, Sanders concluded that Frazin and dl of the other Bankruptcy Act cases which had hed
that a debtor’ sinterest in an unexpired lease did not automeaticaly passto the bankruptcy estate had been
wrongly decided.

The difficulty with this analyss [that aleasehold interest does not become
property of the estate until the bankruptcy trustee accepts it] is that it
‘vested ynopesaeoti @f s, witidhetitleddés tiesbartkusfwesa/al the date of the filing of the
petition’ to dl property of the debtor. Section 70a did not except executory contracts or
leases from its scope.

22 B.R. a 904.
As proof that these courts had misinterpreted former Section 70a, Sanders cited language from Frazin
itsdf:

Courts were not unaware that they wereignoring the express language of
section 70a.

[1]tissaid, however, that this conclusion (that leases do not automaticaly
vest in the trustee) is at variance with the express provison of the
bankruptcy act that dl the estate of the bankrupt shdl vest in the trustee
asof the date of the adjudication; that aleasehold interest is property and
must necessarily passwithdl other property. 1nour opinion, however, the
provisons of the bankruptcy act must be read in view of the principles
sated in many decisons and expressy recognized in the English
bankruptcy statutesthat thereisadistinction between property whichmay
be burdensome to an estate and that which is manifestly beneficid to it.
The latter, of course, passes upon the adjudication. The former passes
only when accepted by the trusted{.]

22 B.R. a 904.
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However, the Supreme Court has validated the andyticd technique utilized by the Second Circuit
inFrazin tointerpret former Section 70a. Dewsnup v. Timm, 502 U.S. 410, 419-20, 112 S. Ct. 773,
779 (1992). In Dewsnup, the Court held that amendments to the bankruptcy laws must be interpreted
congstent with existing bankruptcy practice absent at least some indicationfrom Congressthat it intended
to change that practice. The Frazin court did not reach the conclusonthat it did in avacuum. Rather, it
compared the bankruptcy lawsenacted by Congresswiththe Englishstatutes and common law fromwhich
they had beenderived. TheFrazin court observed that English law at that time did not regard a potentidly
burdensome leasehold interest as property of the estate until the estate accepted the lease notwithgtanding
the generd rule that the property of the debtor was to vest with the estate uponthe commencement of the
debtor’ sbankruptcy. It therefore reasonably concluded that Congress intended asmilar exceptionwhen
it originally enacted Section 70a as part of the Bankruptcy Act of 1867.

Second, Sander's declared that the Bankruptcy Code itself freed courts from having to rely upon
“thefiction of delayed vesting” in order to limit adminidrative rent dams on rejected leasesto fair renta
vaue. Sanders*reconciled” the problemof the estate immediately acquiring under Section 541(a)(1) the

rightsassociated witha debtor’ sleasehold interest without aso having to immediately honor the obligations

2"The Frazn court was interpreting the Bankruptcy Act of 1898, not the Bankruptcy Act of 1867.
However, it concluded that Section 70a under the 1898 Act was substantially the same as Section 70a under
the 1867 Act. 182 F. at 31. Interestingly, the Frazin court observed that Parliament had amended England’s
bankruptcy statutes sometime after the enactment of the 1867 Act to include a debtor’s leasehold interest in
the estate immediately upon the inception of the bankruptcy proceeding. Moreover, this subsequent
amendment provided that the English bankruptcy trustee was liable for the post-petition rents accruing on
account of that leasehold interest until the trustee disavowed the lease. Id. a p. 30. However, the Frazin
court concluded that the statutory scheme adopted by Congress in 1867 was patterned after the bankruptcy
laws which were in effect in England in 1867 and that Congress had not expressed any intention to ater that
scheme when it amended the bankruptcy lawsin 1898. |d.
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associated with those rights by finding a dichotomy between the acquisition of rights under Section
541(a)(1) and the assumption of obligations under Section 365.

Thereisno need to resort to the fiction of delayed vesting under the Code
to reach the result that a trustee is not bound by an exigting lease until he
affirmatively adoptsthe lease. The debtor’ sestate consstsof ‘dl legd or
equitable interests of the debtor in property as of the commencement of
theedtate’ Section 541. Thelegidative history states that the ‘debtor’s
interest in property adso includes ‘title’ to property, which is an interest,
just as are a possessors interest, or a leasehold interest.” Clearly,
therefore, upon the filing of the bankruptcy petition, a lease becomes
property of the estate. Section 541, however, must beread in conjunction
with section 365(a), whichprovidesthat the debtor may assume or reject
any exidinglease. Theright to assume presupposesthat assumption does
not automaticaly take place uponthe filing of the bankruptcy petition, and
the right to rgect presumes the existence of something which can be
rejected. The gpparent conflict between section 541 and section 365 is
reedily reconcilable. A lease has two aspects-the lessee's right to
possession and use, and his corrdative obligation to make the agreed-
upon lease payments. The debtor lessee’ sright to possessionand use of
the leased property becomes part of the estate. The debtor, however,
isnot liable for the payments providedfor under the lease until the
lease is assumed. Until theleaseisassumed, the estate is liable
only for the reasonable value of the |leased property-the same
obligation which existed under equity receiverships and the
Bankruptcy Act.

22 B.R. a 904-5 (citations omitted) (emphass added).

Sanders' reconciliation of Section 541(a)(1) and Section 365 isforced at best. Moreover, it is
not necessary. It is premised upon the assumption that it is inherently wrong for the lessor to receive
anything more than reasonable rental value as an adminigrative dam for alease which has been rg ected.
However, nothing in the Bankruptcy Code dictates this result. Indeed, Sanders itself acknowledges that

Section 365, whichisthe Bankruptcy Code provisonmost likdly to require sucharesult, does not address
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the “reasonable value’ questionat dl. 22 B.R. at 905 n. 7.2 Asaready discussed, the current rulelimiting
the adminidrative rent dam to far rental vdue is a consequence of how unexpired leases were
adminigered under the former Bankruptcy Act. Its purpose was to protect the lessor from the estate
unfairly bendfitting through the use of leased property during the period prior to the estate's ultimate
decison not to make the lease part of the estate. However, this inequity has been diminated under the
Bankruptcy Code by the incorporation of the leasehold interest as part of the bankruptcy estate from the
outset of the proceeding. The*neutra transfer” principle underlying Section 541(a)(1) requiresthetrustee
to pay the lessor the actud rent due under the lease from the inception of the bankruptcy proceeding. The
trustee’ sobligationceasesonly whenshe determinesthat the lease hasno vaue or is otherwise burdensome
to the estate and therefore regjectsit.

Sanders a0 poses severd andyticd problems. For example, if the debtor’ s property interest
created by the leasehold interest in fact is to be separated from the debtor’ s obligations under the lease
agreement for purposes of the Bankruptcy Code, one must question whether the lessor is even entitled to
any rent during the post-petitioninterva before the trustee el ectsto rgect that interest. Logic suggeststhat
this“ separate’ property interest should be administered no differently than any other interest of the estate
whichis unencumbered by an interest or obligation. The aggrieved lessor would certainly continue to have
the right to accelerate the trustee’ s duty to decide whether to assume the obligation to pay rent or not by

filing amotion to assume or rgject under Section 365 or a motion for relief from stay under Section 362.

B3anders was decided prior to the enactment of both Section 365(d)(3) and Section 365(d)(10).
However, neither of these sections creates an administrative priority claim for unpaid rents during the
petition/rglection gap. See pp. 5-15, supra. It is unlikely that the court in Sanders would have changed its
concession concerning Section 365 and the “reasonable value’ question had it rendered its decision after the
enactment of either of these sections.
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However, the lessor would be Ieft with no recourse in the interim to recover for the trustee' s continued
possession of its property.

Inaddition, the construct chosen by Sanders works well for unexpired leases. However, Section
365 aso includes land contracts® and other executory contracts. With respect to land contracts, the
dichotomy proposed in Sanders would permit the land contract vendee to remain in possession of the
subject property without obligationfor whatever period the court might dlow. Asfor anexecutory contract
for the provison of services, the Sanders solution suggests that a trustee who succeeded to the debtor’s
right to receive services under the contract could compel the other party to provide those services during
the interva before the trustee ultimately decided not to assume debtor’s obligation to pay under the
agreement without having to pay the contracted for price. At best, the other party would be abletofilea
clam for the fair vaue of the services provided.

Executory contracts and unexpired leases cannot be dissected into separate bundles of rightsand
obligations, each of whichis to be administered gpart from the other. Executory contracts and unexpired
leases are by thar very nature a combination of rights and obligations which are inextricably related. A
debtor’s rights under an executory contract or unexpired lease must be conditioned upon some
corresponding obligation of the debtor. If that conditiond relationship is not present, thenthere canbe no
executory contract or unexpired lease. Therefore, the dichotomy which the court in Sanders used to

rationdize the dlowance of adminidrative rent a only its reesonable vadue isinvaid.

XTerrell v. Albaugh (In re Terrell), 892 F.2d 469 (6th Cir. 1989).
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| recognize that dlowing an adminidrative rent daim based uponthe agreed rentd rate as opposed
to the reasonabl e renta vaue appearsto run afoul of Dewsnup v. Timm. Again, Dewsnup hddthat courts
must interpret the Bankruptcy Code in such amanner as to be consistent with bankruptcy practice as it
existed when the Bankruptcy Code wasenacted. | concede that the bankruptcy practicein 1980 wasto
limit adminidrative rent claims to the reasonable rentad va ue of the subject property. However, Dewsnup
asodirectsthat “[w]herethe language [in the Code] is unambiguous, slenceinthe legidaive history cannot
be controlling.” 112 S. Ct. at 779.

Unlike the former Bankruptcy Act, the Bankruptcy Code automaticdly includes within the
bankruptcy estate a debtor’s interest in a leasehold. 11 U.S.C. 8 541(a). Moreover, the Bankruptcy
Code specificdly providesthat al costs or expenses whichare necessary for the preservation of the estate
are to be afforded priority as an administrative expense. 11 U.S.C. 8 503(b)(1)(A). Given that the
payment of the agreed upon rent is the essence of the lessee’s right to enjoy exclusive possession of
property under aleasehold, the inductable conclusionis that post-petition rents under aleasehold interest
which has become property of the estate are expenses necessarily incurred by the estate to preserve that
leasehold interest pending the trustee’ sdecisionto ultimately assume or regject the lease. Therefore, there
is no need to look beyond the clear language of Section541(a)(1) and Section503(b)(1)(A) to reach the
conclusonthat | have. Put differently, Congress silence concerning the past practice under the Bankruptcy

Act of limiting administrative rent cdlaims to reasonable rentd vaueisirrdevant.®

*The legidative history underlying the Bankruptcy Code itself is inconclusive as to whether Congress
even gave any thought to the implications of including leasehold interests as property of the estate upon the
theoretical underpinnings which supported the well established rule under the former Bankruptcy Act of
limiting administrative rent claims to only fair rental value. At most, the House Judiciary Committee
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Moreover, | amsdisfied that my decisionto alow adminidrative rent dams based uponthe actual
rental rate is consistent, as opposed to contrary, to what had been previoudy permitted under the former
Bankruptcy Act. There is no question that the courts which were called upon to enforce the former

Bankruptcy Act uniformly limited adminigtrative rent clams to the reasonable rental vaue of the subject

report indicates that Congress intended to continue whatever was the current practice concerning the
allowance of administrative expenses.

Though the genera policy of the bankruptcy laws is equality of distribution
among dl creditors, current law makes certain exceptions based on a
showing of specia circumstance or specia need . . . There are five priority
categories under the Bankruptcy Act. HR 8200 modifies these priorities
without departing significantly from the policy pursued by the grant of
priority in current law. . .

As under current law, the first priority is for administrative expenses.
Those who must wind up the affairs of a debtor’s estate must be assured
of payment, or else they will not participate in the liquidation or distribution
of the estate. The major change from current law in this priority is the
elimination of fees for the Referee’s Salary and Expense Fund.

House Report No. 95-595, 95th Cong., 1st Sess. at 186-87 (1977).

However, the legidative history supporting the 1984 and 1994 amendments to Section 365 indicates
a Congressional hostility to the notion that lessors are to receive anything less than the agreed contract rate
on account of a leasehold interest hed by the bankruptcy estate pending its ultimate rejection. Granted, the
limitation of the 1984 amendment to only non-residential leases of real property, 11 U.S.C. § 365(d)(3), and
the limitation of the 1994 amendment to only commercial leases of personal property which are not rejected
within 60 days of the petition, 11 U.S.C. § 365(d)(10), can be interpreted as implicit concessions by Congress
that the lessor in dl instances other than those covered by these two amendments is to receive only the fair
rental value of the subject property until the lease is assumed or rejected. However, these amendments focus
on the payment of post-petition rents as they come due, not on the allowance of the claim resulting from the
estate’'s failure to make these payments. Indeed, both amendments make the point that the trustee is to pay
rent at the contractual rate as it comes due under the lease “notwithstanding Section 503(b)(1) of this title.”
While the reference to Section 503(b)(1) can be interpreted as affirming the pre-Code practice of allowing
only post-petition rent at the reasonable rental value for the petition/rejection gap, it can just as easily be
interpreted as recognition that all lessors under the Bankruptcy Code (in contrast to the former Bankruptcy
Act) are aways entitled to an administrative claim for post-petition rent at the contract rate during the
petition/rgiection interval and that commercia landlords and equipment lessors are aso entitled to demand
immediate payment of the contract rate as provided by those amendments.
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property. However, it is equdly clear that those courts reached this conclusion based upon the premise
that unexpired |leases did not become property of the estate until the trustee decided to assume the lease.
It followed from this premisethat the estate could not be accountable for the actual rent owing onthat lease
until it was assumed. If the trustee ultimately regjected the lease, the aggrieved lessor had no recourse
againg the estate other thanthrough an unjust enrichment claim based upon the reasonable rentd vaue of
the property. However, under the Bankruptcy Code, unexpired leases immediately become property of
the estate and remain property of the estate until they are rejected. Therefore, the premise upon which
those Bankruptcy Act courts relied has changed. It isfair to assume that these same courts would have
reached exactly the opposite conclusionhad they decided the issue based upon the new premise required
by the Bankruptcy Code.

The two leading cases concerning the alowance of adminigrative expensesinthe Sixth Circuit are
Employee Transfer Corp. v. Grigsby (In re White Motor Corp.), 831 F.2d 106 (6th Cir. 1987) and
United Trucking Service, Inc. v. Trailer Rental Company, Inc. (InreUnited Trucking Service, Inc.),
851 F.2d 159 (6th Cir. 1988). In White Motor, Employee Trandfer Corporation (“ETC”), held an
executory contract with the debtor at the commencement of its Chapter 11 proceeding. The contract
required ETC to provide relocation services for the debtor’s employees. These relocation services
included managing and maintaininghomespurchased by ETC fromdebtor’ srel ocated employeesuntil ETC
resold the homesto third parties. Asof debtor’s petition date, ETC owned 11 homeswhich had not yet
beensold. ETC continued to manage these homes post-petition by making mortgage payments, by paying
taxesand insurance premiums, and by generdly mantaining theproperty. ETCfiled anadminigrativedam
for these post-petition expenditures.
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The Sixth Circuit denied ETC' sadminidrative claim, citing Cramer v. Mammoth Mart, Inc. (In
re MammothMart, Inc.), 536 F.2d 950 (1st Cir. 1976) and Inre Jartran, Inc., 732 F.2d 584 (7th Cir.
1984).

The test for whether a dam qudlifies as an adminigtrative expenseis set

forth in In re Mammoth Mart, Inc., 536 F.2d 950 (1st Cir. 1976). In

Mammoth Mart the court stated that a claimant must prove that the debt

(2) arose from a transactionwiththe debtor-in-possession as opposed to

the proceeding entity (or, dternaively, that the damant gave

condgderation to the debtor-in-possession); and (2) directly and

subgtantialy benefitted the estate. 1d. at 954.
In re White Motor Corp., 831 F.2d at 110.
It concludedthat while the bankruptcy estate may have benefitted fromthe post-petitionexpendituresmade
by ETC, these expenditures could not be treated as adminidtrative claims because they arose from
commitments made by the debtor before the estate came into existence. 1d.

At firg blush, White Motor would suggest that a lessor is not entitled to any adminidrative rent
dam for argected lease. The “transaction” upon which the adminigtrative rent claim is based would
always be the pre-petition lease agreement between the debtor and the lessor. See also, Inre Jartran,
Inc., 732 F.2d at 586 (adminidrative damfor Y ellow Page ads denied eventhough estate benefitted from
ads because contract to place ads was reached pre-petition withthe debtor). Given that the two-part test
inMammoth Mart isinthe conjunctive, the question of whether the lessor should receive areasonablerent
based upon the estate's benefit from its post-petition possession of the subject property would be
irrdlevant. Thelessor would Smply not be entitled to an administrative rent clam. Itsonly recoursewould
beto compd rgection of the lease as quickly as possible so that it could regain possession and re-let the

property.
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However, while WhiteMotor might suggest sucharesult, it does not ultimately support this result.
Thereasonistwo-fold. First, the Mammoth Mart rule which White Motor adopted is based upon the
former Bankruptcy Act, not the Bankruptcy Code. As dready discussed, the estate did not immediately
become a party to an executory contract or unexpired lease under the Bankruptcy Act; rather, the estate
only became a party to the contract or lease (and, hence, liable under the contract or lease) when the
trustee decided to ultimately assumeit.

Mammoth Mart involved clams made by employees who had been discharged shortly after the
case had been commenced. The debtor in Mammoth Mart had a pre-petition policy, apparently
unwritten, which gave a discharged employee one week of pay for each year of service up to amaximum
of four weeks of pay. This policy had not been assumed by the estate at the time the employees were
discharged. Given these facts, it is not surprising that the Mammoth Mart court reached the conclusion
that it did. Theedtate clearly wasnot aparty to the pre-petition employment policies of the debtor because
those policies remained outside of the estate so long as the trustee did not accept (i.e., assume) them.
Moreover, the former employees had no dam for unjust enrichment from the estate because their
severance clams were not based upon post-petition serviceswhichthey had rendered to the estate during
the short period prior to ther discharge but instead were based uponthe four or more years of service they
had rendered to the debtor pre-petition. The andyss is conceptudly the same as that used in United
Cigar Stores and American Anthracite with respect to adminidrative rent clams. Indeed, the court in
Mammoth Mart cited American Anthracite as support for its conclusion. 536 F.2d at 954.

| submit that the court in Mammoth Mart would have approached the issue inan entirdly different

fashionif it had been confronted withanadminidrative rent dam brought under the Bankruptcy Code. As
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already discussed, | am satisfied that courtswhichhad concluded that eases were entitledto adminidrative
rent equa to only the reasonable renta vaue of the subject property based upon an unjust enrichment
theory under the former Bankruptcy Act would conclude under the Bankruptcy Code that the
adminidraive rent claim should be equa to the actua rent due because of the immediate inclusion of
leaschold interests as property of the estate under Section 541(a)(1). Therefore, for thisreason doneit
iS ingppropriate to rey upon White Motor as contralling law with respect to the caculaion of
adminigrative rent clams because of White Motor’ s own reliance upon In re Mammoth Mart.

The second digtinguishing feature of White Motor is that it involved an executory contract, not an
unexpired lease:®! Asthe Sixth Circuit observedin WhiteMotor, ETC was not induced by White Motor,
as debtor-in-possession, to continue rendering services under the contract post-petition. White Motor,
831 F.2d at 111. Indeed, ETC had no obligation to continue rendering services absent White Motor's
assumption of the contract pursuant to Section365(b). Therefore, even though the bankruptcy estate had
been a party to White Motor’s pre-petition executory contract with ETC upon the commencement of
WhiteMotor’s Chapter 11 proceeding, ETC had no right to rely uponthe contract to support itsdamfor
the post-petition services rendered. White Motor, as debtor-in-possession, had not requested those

servicesto be rendered and ETC otherwise had no duty under the contract to perform those services.

31There is some question as to whether there was even an executory contract involved in White
Motor. ETC had issued its 60-day notice of intent to cancel its contract with debtor approximately 90-days
before debtor filed its petition. The parties never reinstated this contract. Instead, they negotiated a new
contract after the first lapsed. The second contract was ultimately signed by the parties post-petition. The
debtor did not seek approval from the bankruptcy court to enter into this second agreement. 831 F.2d at 107-
108.
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However, unexpired leases are different from executory contracts in that alessor’ s performance
under a lease agreement is seldom executory at the inception of the bankruptcy proceeding. The
bankruptcy estate is dmost dways in possession of the property subject to the debtor’ s leasehold interest
when that interest becomes property of the estate at the outset of the proceeding. Therefore, it is
meaningless to consider whether a lessor has been induced post-petition by the trustee as debtor-in-
possession to render services under the lease agreement. Absent the estate' s rgjection of the lease or
modification of the autométic stay, a lessor has no choice but to continue alowing the estate to hold the
leaschold interest under the terms of the lease agreement. However, the estate, as automati ¢ successor-in-
interest to the debtor’s interest in the leasehold, likewise has no choice but to honor the debtor’'s
commitments made under that same lease agreement, induding payment of the agreed upon rent, if it
desiresto mantain the leasehold interest for the benefit of the estate. Seeal so, United Trucking Services,
851 F.2d at 162.

The second Sixth Circuit case, United Trucking Services, did involve clams made againg the
estate on account of an unexpired lease. The debtor in United Trucking Services filed for Chapter 11
reliefin1983. Atthetimeitfiled, it wasleasing 55 truck trailersfrom Great Dane Trailer, the predecessor-
in-interest to Traller Rental Company (“TRC”). Thereafter, TRC made severd attemptsto compel debtor
to assume or rgect the lease. Those efforts culminated in the lease being deemed regjected in May 1984
and the entry of an order directing the debtor to return al of the leased trailersto TRC.

The debtor returned 53 of the 55 tralers origindly leased. The returned trallers were in various
states of disrepair. The debtor reported that the two trailers which had not been returned had been stolen

sometime pre-petition. TRC filed an administrative expense claim for repairs related to the 53 trallers
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returned and a second adminidrative expense damfor the loss associated withthe two stolentrailers. The
bankruptcy court alowed both cdlams and the district court affirmed.

The question which the Sixth Circuit faced inUnited Trucking Services waswhat amount, if any,
should the lessor be dlowed to recover from the estate as an administrative expense because of the
debtor’ s continued use of the leased equipment in a manner which was incongstent with the terms of the
lease? Unfortunately, the court again reverted to law decided under the former Bankruptcy Act, and
gpecificaly American Anthracite, to answer the question posed.

American Anthracite & Bitumunous Coal Corp. v. Leonardo
Aarivabene, SA, 280 F.2d 119 (2d Cir. 1960), we believe, articulated
the appropriate rationde in a case of thiskind:
The rignt to priority in the event the trustee or debtor-in-
possessi onrecei ves benefits under the[executory] contract during
the interva between the filing of the debtor’s petition and the
rejection of the contract “is an equitable right based upon the

reasonable value’ of the benefits conferred, rather than upon the
contract price.

... [T]he purpose of according priority inthese cases is fuifillment
of the equitable principle of preventing unjust enrichment of the
debtor’ s estate, rather than the compensation of the creditor for
thelossto him.
851 F.2d at 162.
Relying upon American Anthracite, the Sixth Circuit held that TRC' sdaimfor the stolentrailer®® was not

an adminigrative expense because the parties had stipulated that the trailers had been stolen pre-petition

%A lthough two trailers had been stolen, one was later found and returned to TRC in March 1985.
Id. at 163.
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and therefore no bendfit had been conferred upon the estate. 1d. at 163. The court dso held that the
bankruptcy court’ slimitationof the administrative claim for repairsto the reasonable vaue of the estimated
repairs as opposed to the actua cost of repairs was appropriate but that further proceedings would be
necessary to delineste between repairs which became necessary post-petition from those which were
aready needed when the debtor filed its petition. Id. at 164.

However, the result inUnited Trucking Service probably would have beenthe same had the Sixth
Circuit had disregarded the case law decided under the former Bankruptcy Act and instead utilized the
reasoning | have adopted in this opinion. The Sixth Circuit observed that the loss dam concerning the
dolen tralers “must have arisen pre-petition because the estate never possessed or received any benefit
fromthe two trallers’ 1d. at 163. Frankly, | do not understand this logic, for it suggests that any debt
related to the debtor which arises post-petition and which does not confer a benefit upon the estate is a
fortiori a pre-petition claim subject to discharge under, for example, Section 727(b).>

However, within the observationthat “the estate never possessed or received any benefit from the
two trallers’ is the seed for the reasonwhy the lossdaim should have beentreated as a pre-petition claim:
the debtor effectivdy stopped leasng these two trailers when they were stolen pre-petition.  Origindly,
TRC had the contractud right under the lease agreement to receive regular rental payments on account of
the two tralers for an agreed upon term with the return of these trailers at the conclusion of that term.

However, the pre-petition theft of the two trailers placed debtor in breach of the lease agreement and

%The Sixth Circuit cited no provision of the Bankruptcy Code to support this conclusion and | am
aware of none. Given that Congress was constrained to enact Section 502(g) in order to transform post-
petition rejection claims into pre-petition claims, it is fair to assume that Congress would have enacted a
smilar provision gpplicable to dl post-petition claims relating to the administration of the bankruptcy estate
which did not confer a benefit upon the estate if that had been its intent.

58



consequently transformed TRC' srightswithrespect to these two trailersinto a pre-petitiondamage dam
consgting of the remaining rents owing for these two trallers and whatever resdud vaue they might have
had to TRC at the conclusion of the lease term.
Therefore, the Sixth Circuit denied TRC's adminigretive dam for the two dolen trallers Smply
because the daims arose pre-petition and therefore were subject to trestment as only unsecured, non-
priority dams againg the debtor. Indeed, the Sixth Circuit utilized this very same raionde in deciding
whether to dlow TRC’ sother adminidrative damfor damagesrelated to the repair of the 53 trallerswhich
debtor did return post-petition. The lower courts had determined as a matter of law that TRC's entire
damfor repairsshould be treated as an adminidraive expense. 1d. at 163. The SxthCircuit rejected this
conclusonand directed the bankruptcy court to dlocate the repair claim based upon whether the damage
occurred pre- or post-petition.
The bankruptcy court should make findings as to what proportion of the
damages occurred prior to filing due to norma wear and tear and aging of
the equipment. Only post-filing damages may be treated as an
administrative expense after thisallocation is made.

851 F.2d at 162.%

| am dso mindful of the Supreme Court’s observations in NLRB v. Bildisco and Bildisco, 465

U.S. 513,104 S. Ct. 1188 (1984), concerning collective bargaining agreements. The Court concluded

*The Sixth Circuit's affirmance of the bankruptcy court’s decision limiting the post-petition repairs
to a reasonable amount as opposed to the actual amount is not inconsistent with my analysis. The opinion in
United Trucking Services itself does not indicate whether the debtor had in fact agreed to reimburse TRC
for its actual repair costs. Assuming, then, that the agreement was silent on this point, it is likely that the
bankruptcy court was not relying upon bankruptcy law to reduce TRC's administrative claim from that which
had been contracted for to some reasonable amount, but instead was simply using rules of contract
interpretation to add a term which the parties had omitted from their written agreement.
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that a collective bargaining agreement was not enforceable againg the estate immediatdy upon the filing of
debtor’s bankruptcy petition and that it might never become enforceable. Whether it would become
enforcesble againg the estate or not depended upon whether the collective bargaining agreement was
ultimately assumed or rejected. Bildisco, 104 S. Ct. at 1198-99. Obvioudy, thisconclusion conflictswith
my own conclusion that, under the Bankruptcy Code, executory contracts and unexpired leases are
enforceable againg the estate upon the commencement of the bankruptcy proceeding and because the
bankruptcy estate automatically succeeds to the rights and obligations of the debtor’ s executory contracts
and expired |leases by operation of Section 541(a)(1).

| would firg note that the Supreme Court relied solely upon case law decided under the former
Bankruptcy Act®® and that it did not take into consideration the fact that the former Bankruptcy Act did not
treat executory contracts and unexpired leases as property of the estate until they were actudly assumed

by the trustee.®®

*The Supreme Court did cite one case which was decided under the Bankruptcy Code, In re Price
Chopper Supermarkets, Inc., 19 B.R. 462 (Bankr. S.D. Ca. 1982). However, Price Chopper
Supermarkets itsdf relied upon Bankruptcy Act law to arrive at the conclusion that employees with collective
bargaining agreements were entitled to only fair compensation during the post-petition interval before the
agreement was ultimately rejected. |d. at 467.

%The Supreme Court actually cited these cases as representing a rule whereby the trustee’s rejection
of an executory contract resulted in a*relation back” to the filing of the bankruptcy petition for purposes of
further administration of the post-petition claim relating to the executory contract. However, as already
discussed, the “relation back” concept utilized by the Bankruptcy Act courts cited in Bildisco was used in
conjunction with the assumption of an executory contract, not its rejection. That is, the estate was not
deemed to be lidble under the executory contract or unexpired lease until the trustee elected to assume it.
However, once the decision was made to assume and the court approved the assumption, all liability incurred
under the executory contract or unexpired lease during the post-petition interval became a liability of the
estate because the assumption “related back” to the date of the bankruptcy petition. See, e.g., In re United
Cigar Sores Co., 69 F.2d at 515. “Relation back” with respect to the concept of contract rejection became
relevant only when the Bankruptcy Code broadened “property of the estate” to include executory contracts
and unexpired leases, thereby making such contracts immediately enforceable against the estate. Relation
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Second, Bildiscoinvolvedan executory contract, not an unexpired lease. Under generd principles
of contract law, the employeesin Bildisco would have had no obligationto continue performing under the
collective bargaining agreement post-petition because of the debtor’ s decisonto filefor bankruptcy. The
debtor was most likely in breach of the agreement because of its filing and a best was in anticipatory
breach of that agreement. If the employees choseto continue supplying post-petition employment services
to the debtor without assumption of the collective bargaining agreement and notwithstanding the debtor’s
breach, then a vdid case could be made that these services were incurred directly by the estate and
“outsde’ of the terms of the contract. Therefore, while the contract might shed light on what was the
reasonable value of the services rendered, it did not necessarily control .

Asalready discussed, anexecutory contract like that addressed by the Supreme Court inBildisco
is fundamentaly different from an unexpired lease. A lessor of property no longer has the option to
withhold its performance under the lease agreement once possession of the subject property has been

delivered. Cf. United Trucking Services, 851 F.2d at 162. Therefore, it is distinctly possble thet the

back of the post-rejection claim for damages then became very important, as reflected by the adoption of
Section 365(g)(1) and 502(g).

$’An analogous situation would be an executory contract for the supply of goods or services. If the
purchaser under the contract filed for bankruptcy, the seller would have the right to cease providing the goods
or services under that contract because of the debtor/purchaser’s anticipatory breach. If the trustee (or
debtor-in-possession) of the ensuing bankruptcy estate decided that it still needed the goods or services
provided under the contract, the trustee could elect to purchase these goods or services from a new source
and pay whatever price was reached with the new vendor. The trustee could also assume the executory
contract with the existing vendor and then demand that it deliver the goods and services at the price provided
in the original contract. However, the trustee would aso have a third option, that being to defer assuming the
contract for the time being and, in the interim, to do business with the existing vendor on an extra-contractual
basis (i.e., as if the vendor were a new source). If the vendor agreed to this third aternative, then the price
under the original contract would control only if the trustee and the vendor agreed that that would be the price
under the extra-contractual arrangement or if they had not agreed to any price and it was determined that the
contract price was the reasonable price under the circumstances.
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Court would have come to a different conclusion than it did in Bildisco had the contract in question been
an unexpired lease ingtead of a collective bargaining agreement.

Findly, I cannot ignore the fact that the executory contract involved in Bildisco was a collective
bargaining agreement.  Although the Supreme Court dearly hdd that collective bargaining agreements fdl
within the definition of an executory contract for purposes of Section 365 and that they wereto be treated
no differently than other executory contracts, collective bargaining agreements are nonetheless different
from other executory contracts. The socid and political issues which have higoricaly set labor and
management at odds with each other prevent collective bargaining agreementsfrombeing andyzed strictly
under ordinary contract principles. A bankruptcy court can no moreignore labor law when it isevauating
acollective bargaining agreement then can it ignore landlord-tenant law when it is eva uating an unexpired
lease. If thispoint was not gpparent at the timeBil disco was decided, it became apparent shortly thereefter
when Congress amended the Bankruptcy Code in 1984 to treet collective bargaining agreements apart
from other executory contracts in the context of a Chapter 11. 11 U.S.C. § 1113.

C. Application of the L aw to the Immediate Case.

| mugt now apply the conclusons | have reached to the facts presented by RDK&Z and the
Chapter 7 trustee. Firgt, | concludethat RDK & Z hasno claim against the estate under Section 365(d)(10)
for rents which were to have been paid either by the debtor-in-possession in the Chapter 11 proceeding
or by the Chapter 7 trustee in the ensuing Chapter 7 proceeding. Thelr respective faluresto pay the rent
required under the lease agreement with RDK& Z for the two tunnel washers afforded RDK & Z the right
to seek rdief fromthe automatic stay so that it might regain possession of the property whichhad previoudy

been leased to Debtor. The debtor-in-possession’s and Chapter 7 trustee’s defaults under Section
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365(d)(10) did not give RDK & Z aright independent of Section 503(b)(1)(A) to recover the unpaid rent
from the bankruptcy estate.

Second, | concludethat RDK & Z hasadam againg the estate for the unpaid rents which accrued
post-petition under the lease agreement until the lease was deemed regected pursuant to Section
365(d)(1).2® During thisinterva, the bankruptcy estate held the leasehold interest in the tunndl washers
pursuant to Section541(a)(1) and therefore the estate was obligated under the “ neutra trandfer” principle
to pay the rent which had been agreed upon by RDK& Z and Debtor when that leasehold interest was
created. While the etate' s ultimate regjection of the leasewith RDK & Z on December 31, 2000 resulted
inany post-regjectiondamfor damages being treated as a pre-petition clam againgt the estate pursuant to
11 U.S.C. 88 365(g)(1) and 502(g), the rgection had no smilar effect uponthe damfor rentswhichhad
accrued from the petition date until the date of rgection. Of course, that claimwasin part paid by Debtor
while it operated inthe Chapter 11 proceeding. Theunpad dam rdaesonly to thetime period during the
Chapter 11 proceeding when ether the Debtor paid only a portion of the monthly rent (i.e., April-June,
2000) or Debtor did not operate (i.e., July-October, 2000), and the time period during the Chapter 7

proceeding prior to the rejection of the lease by operation of law (November-December, 2000).*°

%j.e., December 30, 2000, that being the 60th day after the case was converted to a Chapter 7
proceeding.

¥RDK&Z might have been precluded from daiming all or a portion of the unpaid rents which
accrued during this interval had there been an agreement between RDK&Z and either the Debtor or the
Chapter 7 trustee to waive these rents or had there been a basis to estop RDK&Z from asserting this claim.
However, the record is insufficient to support either of these bases for reducing RDK&Z’'s administrative
claims.
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Third, | concludethat RDK & Z’ sentirepost-petition/pre-rejectiondamagaing the estateisentitled
to adminigrative priority under 11 U.S.C. 8 503(b)(1)(A). When Debtor entered into its lease with
RDK&Z for the tunnel washers, it acquired the right to possess and use these tunnel washers to the
excluson of RDK& Z for the term of that lease notwithstanding RDK & Z’ s ownership interest in the very
same washers. Thisright became property of the estate when Debtor filed its bankruptcy petition. The
“cogt” of preserving this right was the continued payment of the rent which Debtor had agreed to pay
RDK& Z for the leasehold interest created. The estate’ s obligation to pay the rent ceased only when the
lease was deemed rejected on December 30, 2000.

Had this matter been outside the context of a bankruptcy proceeding, the Chapter 7 trustee might
have been on a stronger footing to assert that the leasehold interest in the tunnel washers to which the
bankruptcy estate had succeeded should be deemed abandoned when Debtor ceased operations inJune
of 2000. Both RDK&Z's and the building owner’ s separate interestsinkeeping these tunnel washers on
gte would explain why the tunnd washers were not recovered by RDK & Z notwithstanding the etate's
professed intent to turnover the washers to RDK&Z when it ceased operations. However, under the
Bankruptcy Code, expressing an intention to abandon a leasehold interest is not the same as actually
abandoning that interest; abandonment can only be accomplished after notice and ahearing. 11 U.S.C.
8554(a). Neither Debtor as debtor-in-possession nor the Chapter 7 trustee ever sought to abandon the
estate’ sleasehold interest inthe tunnel washers. While either Debtor’ sor the Chapter 7 trustee’ srejection

of the lease under Section 365(a) would have accomplished the same result as an abandonment under



Section 554(a),* that rejection did not take place until December 31, 2000, and then only by operation
of law. See 11 U.S.C. §8 348(a) and 365(d)(1).

Fourth, I conclude that whatever damthat RDK & Z has againgt the estate for any remaining rents
owing under the lease subsequent to its rejection congtitutes an unsecured non-priority dam againg the
estate entitled to distribution pursuant to Section 726(a)(2). 11 U.S.C. 8 363(g)(1), 502(g). In other

words, this post-petition claim for the remaining unpaid rents under the lease will be trested asif it was a

“_ease “rgjection” under the Bankruptcy Code in fact incorporates two different Code concepts,
that of “abandonment” under Section 554(a) and “rejection” under Section 365. A trustee who elects to
reject a lease under Section 365(a) is in essence making two decisions: (i) that the leasehold interest which
became property of the estate at the outset of the bankruptcy should be abandoned because it is burdensome
and of inconsequential value to the estate; and (i) that the estate intends to treat any damage claim by the
lessor for unpaid rents arising from her decision to reject as a pre-petition clam pursuant to Sections 365(g)
and 502(g). Technically, the trustee should file separate applications to both abandon the leasehold interest
under Section 544(a) and to reject the lease pursuant to Section 365(a) since rejection of a lease constitutes
only a breach of the lease. 11 U.S.C. § 365(g). However, given that court approval is required for both an
abandonment under Section 544(a) and a lease rejection under Section 365(a), the trustee's rejection of a
lease under Section 365(a) upon court approval incorporates within it the corresponding abandonment of a
leasehold interest permitted by Section 544.

Rejection of an unexpired lease by operation of law pursuant to Section 365(d) does not materially
dter the outcome. A Section 365(d) rejection of a lease is not sufficient to also constitute an abandonment
of the leasehold interest because there has not been any notice or opportunity to be heard as required by
Section 554(a). However, the rejection of the lease does constitute a breach and that breach not only dictates
the treatment of the lessor’s post-rejection claim pursuant to Sections 365(g) and 502(g) but also would
constitute cause under Section 362(d)(1) for the lessor to seek relief from the stay in order to evict the trustee
from the subject property. Therefore, the practical difference between a voluntary rejection by the trustee
under Section 365(a) and a rejection by operation of law under Section 365(d) is the speed within which the
lessor may act to recover possession of the subject property. If the rgjection is voluntary, then the leasehold
interest is also deemed abandoned and the lessor need not concern itself about violations of the automatic stay
in regaining possession of the subject property, at least as far as the estate is concerned. On the other hand,
if rejection of the lease is by operation of law, the leasehold interest would continue to be property of the
estate and therefore the lessor would have to vacate the automatic stay before it could proceed to recover
possession of the leased property.
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pre-petition, unsecured non-priority daim.** Section 502(b)(6) would not gpply in caculaing thisdaim
because the property in question is persona property and not red property.

Therefore, for the reasons stated above, | conclude that RDK& Z has an alowed adminisirative
clam for unpaid rents and attendant late charges of $109,875. The claim is divided between a Chapter
7 adminigrative claim in the amount of $36,225, and a Chapter 11 adminidrative dam in the amount of
$73,650.# 11 U.S.C. § 726(b).

RDK& Z has d 0 requested that the Chapter 7 trustee pay its adminidrative damsimmediatdly.
| am denying this request. RDK&Z has no greater right to payment of its administrative clam than any
other adminigrative damant of the estate. The Chapter 7 trustee’ s duty under Section 704 isto liquidate
the property of the estate and to ditribute the proceeds therefrom in the manner prescribed by Section
726. Inaddition, the Chapter 7 trustee isto distribute proceeds pro rata among Chapter 7 adminigtrative
clamants or among Chapter 11 adminigtrative clamants if the amount to be distributed to either of these
classes of claimants will be less than 100%. 11 U.S.C. § 726(b).

Based uponthe record before me, it appears that the liquidationproceeds to be distributed by the
Chapter 7 trustee may be insuffident to pay eventhe Chapter 7 adminidrative clamantsin full. Therefore,
it would be inagppropriateto order the Chapter 7 trustee to pay either RDK& Z’' s Chapter 7 or Chapter 11

adminidraive damat thispoint. The Chapter 7 trustee will be left the discretion to administer RDK& Z's

“Although clearly not the case in this instance, had the estate continued to use the tunnel washers
after the underlying leasehold interest had been reected/abandoned, RDK&Z would have had an
administrative clam for the reasonable rental vaue of the equipment which would have reduced the amount
of the regjection claim under the principles of mitigation.

“?The Chapter 11 administrative clam includes $70,200 as unpaid rent and $3,425 as lae fees. See
p. 4, n. 3, supra.
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adminigraive dam dong with the baance of the adminidrative dams againg the estate subject to the
digtribution provisons of Section 726 and his generd duties under Section 704.

A separate order will be entered which is congstent with this opinion.

Honorable Jeffrey R. Hughes
United States Bankruptcy Judge

Signed this 9th day of October 2002,
at Grand Rapids, Michigan.
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